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One of next month’s articles—“De- —_ 
ductions for Medical Expenses’”—may 
be termed a tentative guide for tax- 
payers perplexed with problems arising 
under Code Section 23 (x), which is 
just beginning to be interpreted by the 
comm. * * + = + FF 8 8 F 8 


In another article, Richard P. Hadley i 
deals with the personal liability of an 
executor or administrator for income 
tax deficiency on the part of his de- 
cedent or the decedent’s estate during 
the period of administration. * * * 


The files of the Intelligence Unit are 











bulging with potential criminal prose- Editor 
“"” m1 ‘ . e : valla ; . Henry L. Stewart | 
cutions cases which will call into action Washington Editor 
hundreds of tax consultants. Hence, Lyman L. Long 
Advisory Editor 
we are very pleased to be able to George T. Altman 
resent a comprehensive treatment of Business Manager 
I ‘i aataen > George J. Zahringer 
fraud and the federal income tax. * Circulation Manager 
M. S. Hixson | 
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HIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it contains 
signed articles on tax subjects of current interest, reports on pending state tax legislation, 
interpretations of tax laws and other tax information, 
The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 
responsibility is not assumed for the contents of the articles or for the opinions expressed 
therein. 
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Acq. and Non-acqa. 





OPA Payments 


Sir: 


It was interesting to read in your No- 
vember issue the article by Mr. Gelfand 
concerning payments to OPA, in which he 
indicates that the Rossman case, 49-2 ustTc 
{ 9333, may open the gates to deductibility 
not only of OPA payments but also of other 
payments, such as those made under the 
Walsh-Healey Act and for postal regulation 
violations. 


In all of the cases or literature I have read 
concerning I.T. 3630, 1943 CB 113, and I.T. 
3799, 1946-1 CB 56, I have never seen it 
pointed out that where the overcharges were 
made to a buyer who was the ultimate con- 
sumer, the date of the violation may have a 
bearing on the deductibility of the compro- 
mise payment to the OPA. 


Thus, 1.T. 3630 states that payments to 
the United States for overcharges to con- 
sumers who have a right of action against 
the seller are deductible from gross income. 
I.T. 3799 holds that where such consumer 
fails to take action to recover, a payment to 
the government is not deductible under Sec- 
tion 205(e) of the Emergency Price Control 
Act of 1942, as amended. The amendment 
spoken of here is Section 108 (b) of the 
Stabilization Act of 1944, which authorized 
the Price Administrator to bring suit for 
triple damages where the overcharged con- 
sumer failed to do so within thirty days 
after the violation. This amendment, how- 
ever, was effective only for violations occur- 
ring after June 30, 1944. 


Therefore, there should be no question 
that where criminal liability is not asserted, 
any compromise payments made by tax- 
payers to OPA for overcharges prior to 
July 1, 1944, to ultimate consumers are de- 
ductible from income. Prior to the 1944 
amendment above referred to, the only civil 
action open to OPA for overcharges to con- 
sumers was to bring an action for an injunc- 
tion compelling a taxpayer to comply with 


its orders and to cease violating the act. 
Consequently, payment to the OPA in lieu 
of refund to consumers did not relieve a tax- 
payer of any civil or criminal liability, and 
could not have been in the nature of a fine 
or penalty. We have urged this line of 
reasoning successfully for one client in a 
recent alleged deficiency. 


We are also attempting to urge the Ross- 
mam case successfully for post-June 30, 1944 
violations, and will add the Gelfand article 
to our citations. 

ALLAN R. VOGELER 
CINCINNATI 


Sir: 


I have read with interest the copy of the 
letter sent you by Mr. Vogeler regarding 
my article on payments to the OPA. 


I believe Mr. Vogeler has an erroneous 
impression about some of the facts in the 
Rossman case. The “overcharges” made by 
the Jerry Rossman Corporation were not on 
sales made to “ultimate consumers” but to 
manufacturers, who in turn processed the 
goods before selling them to consumers. 


Under Section 205 (e) of the Emergency 
Price Control Act of 1942, the customers of 
Jerry Rossman Corporation, not being the 
ultimate consumers, could not bring suit for 
damages against that corporation. The pay- 
ments to the Office of Price Administration 
were made not because the consumers failed 
to take action to recover the overcharges 
but because the customers could not take 
any action to recover the overcharges. 


I believe that the facts in the other Tax 
Court cases cited in my article are similar 
in that the overcharges were made not to 
the ultimate consumers but to retailers, who 
in turn sold to the ultimate consumers. 


I agree with Mr. Vogeler that compro- 
mise payments made by taxpayers to the 
OPA for overcharges made prior to July 1, 
1944, to ultimate consumers are deductible 
from income; but the Rossman case and the 

(Continued on page 78) 
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Tax-Wise 


Taxes... 


Tax People... 


Things Taxed... 





Meetings of Tax Men 


Chicago Tax Club.—The regular Decem- 
ber meeting was held in conjunction with 
the club’s Christmas party. The officers 
elected at the meeting of November 16 
were installed on this occasion. They in- 
clude Vernon G. Sargent, president; Oliver 
M. Townsend, first vice-president; H. Guy 
Chase, second vice-president; Robert E. 
McDowell, secretary and Thomas G. 
Miller, treasurer. The new members of the 
Executive Committee are Robert R. Jorgen- 
son and Richard D. Sturtevant, both elected 
for a three-year term. 


Tax Executives Institute, Inc-—On Wed- 
nesday, November 30, the Detroit Chapter 
held its regular monthly dinner meeting at 
the Sheraton. Hotel, at which time Mr. 
Vance Diamond, assistant vice-president of 
the Detroit Trust Company, spoke on “Cur- 
rent Pension Plan Problems.” 

The Syracuse Chapter has just elected 
its officers for the coming year. They in- 
clude Clifford D. Boyson, president; Law- 
rence F. Spaulding, vice-president; R. M. 
Wilder, vice-president; Walter Beach, secre- 
tary and Bernard J. Whitbread, treasurer. 


Practising Law Institute—The Institute 
is conducting a series of three Saturday 
forums, all three at the Hotel Statler 
in New York. The first, on December 3, 
was devoted to “Taxation of Executive In- 
centive Plans.” The subject of second, on 
December 10, was “Living Within the Anti- 
trust Laws.” The third, which will be held 
on January 7, has as its subject “How to 
Operate Under the New Federal Wage and 
Hour Law.” 

The registration fee of $15 for other than 
Institute firm members includes luncheon 
at the hotel. Registration applications 
should be directed to the Institute at 57 Wil- 
liam Street, New York 5, New York. 
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Minnesota Tax Meeting—On December 
8, the Minnesota Society of Certified Pub- 
lic Accountants, the Minnesota Association 
of Public Accountants and the Accountants 
Guild of Minnesota sponsored a tax meeting 
at the College of St. Thomas, St. Paul. State 
and federal tax matters were considered. 
At the dinner session, Mr. Jackson L. 
Boughner, attorney and CPA, of George 
Rossetter & Company, Chicago, delivered 
a paper on “Tax Accounting Problems in 
Business Operations.” 


University of Alabama.—The ThirdAn- 
nual Federal Tax Clinic, sponsored by the 
Alabama Society of Certified Public Ac- 
countants and by the School of Commerce 
and Business Administration of the Uni- 
versity of Alabama, was held on Wednesday, 
November 23, at the University of Alabama. 
Tax problems were discussed by thirteen 
speakers, including William E. Davis of 
Birmingham, collector of internal revenue 
in Alabama. F. W. Nichols of Birmingham 
presided over the morning sessions. W. 
Paul Thomas, attorney, CPA and associate 
professor of accounting at the university, 
and S. Paul Garner, CPA and professor of 
accounting at the university, presided during 
the afternoon. 


Helvering v. Horst 


Mr. Brody adds further to his laurels 
with: 

“A taxpayer, Horst, started Sout’ 
Wid da ‘pleasure’ from bonds he give out 
To his son, junior scout, 
Who'd clip coupons and shout— 
Don’t look a gift, Horst, in da mout’.” 


Recommended Amendment 
of New York Law 


On November 29, the Executive Com- 
mittee of the Section on Taxation of the 


3 





At the recent Federal Tax Forum Dinner the persons on the dais, reading from left to 
right: Irving Perlmeter, Information Officer, BIR; Ralph Dwan, Asst. Chief Counsel, BIR; 


Judge Clarence V. Opper, U. S. Tax Court; Paul 


. Seghers, Forum: founder; Judge 


Harrie B. Chase, CA-2; Chester M. Edelmann, Chairman, Program Committee; Thomas 
J. Lynch, General Counsel, Treasury Dept.; Sol Charles Levine, Forum President; Roswell 


New York State Bar Association approved 
a report urging that the New York estate 
tax law be amended to permit a marital 


deduction and bring the state law into 
harmony with the federal law. The report 
points out that in 1948 the federal law was 
amended to permit the split-income method 
and the marital deduction in an effort to 
eliminate the advantage formerly enjoyed 
by residents of community-property states. 
Prior to that time the usual testamentary 
plan involved the creation of a trust to pay 
income to the surviving spouse for life, and 
at his death to distribute the property to the 
children or to continue the trust during their 
lives. In that way no federal or New York 
estate tax was payable on the death of the 
surviving spouse, or upon the death of the 
children if the trust was continued during 
their lives. However, this form of disposi- 
tion is diametrically opposed to the testa- 


mentary plan necessary to take advantage 
of the federal marital deduction; and if a 
change is made in the testamentary plan to 
take advantage of the federal marital deduc- 
tion, there is no reduction under-the New 
York law, as it stands, for the first decedent. 


Shades of the Cohan Case 


George M. Cohan, a great theatrical pro- 
ducer, provided millions of people with 
entertainment through his plays and songs. 
This he did purposely and with great in- 
dustry. But through his tangled financial 
affairs he unwittingly provided the Tax 
Court with a rule which is applicable to 
nearly every taxpayer who takes deductions 
for “business expenses” but who cannot 
show adequate and accurate records. (See 
Cohan v. Commissioner, 2 ustc 7489, 39 F. 


4 January, 1950 @© TAX ES— The Tax Magazine 








ge 
as 
ell 


ge 


to 
1c- 
PW 
nt. 


rO- 
ith 
gS, 
in- 
‘ial 
‘ax 

to 
ons 
10t 
See 








Magill, former Under-Secretary of the Treasury; Fred S. Martin, Asst. Commissioner of 


Internal Revenue; Robert S. Holzman, Forum Vice President; Judge Charles E. Clark, 
CA-2; Harold T. Swartz, Management Staff, BIR; Freeman R. Paulson, Asst. Head, 
Technical Staff, BIR; and Peter Guy Evans, Member, Excess Profits Tax Council. 








(2d) 540.) The Cohan rule provides the Tax 
Court with the authority to establish the 
amount of deductions a taxpayer may claim 
when he is unable to prove the exact amount 
expended with adequate records. “The Board 
should make as close an approximation as 
it can, bearing heavily, if it chooses, upon 
the taxpayer whose inexactitude is of his 
own making.” 


In the recent Henricks case, CCH Dec. 
17,279 (M), the Tax Court applied this rule 
to a salesman’s deductions. The salesman 
had, as many salesmen have, two types of 
business expenditures—one type for which 
he was reimbursed by his employer and 
another type for lunches, entertainment and 
even wedding gifts which he felt he had to 
make in the interests of salesmanship. 


His employer had issued a memorandum 
salesmen are paid 


“ce 


Stating in part: 
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high salaries because selling is not a routine 
job and makes demands on a man’s time 
and money that cannot be accounted for 
minute-by-minute or penny-by-penny. There 
are many expenses incidental to selling 
which the salesman is not expected to re- 
cover from the Company on top of his 
salary. In a very true sense, a salesman’s 
job never ceases. And almost without ex- 
ception his business life is closely inter- 
woven with his personal social life.” 
Salesmen’s expenses which qualify as 
“business expenses,” when accompanied by 
supporting memoranda, are clearly deductible. 
Under the Cghan rule, applied in this case, 
the courts go further and make an approxi- 
mation of the amount of these expenditures 
which would be permissible deductions. In 
any case, however, the courts will carefully 
review the deductions claimed and distin- 
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guish between “personal expenses,” which 
are not deductible, and “business expenses,” 
which are deductible. In the Henricks case, 
the court allowed deductions for taxi fares 
and telephone calls. It denied deductions 
of amounts expended for special service, 
wedding and baby gifts to business friends 
and entertainment of business friends at 
his home. 


Tax Court Appointments 


In accordance with an established custom, 
the officers and council of the Section of 
Taxation of the American Bar Association 
recently advised the members of the sec- 
tion that the terms of Tax Court Judges 
Arundell, Kern, Opper and Tyson expire 
in June, 1950, Accompanying the announce- 
ment was a questionaire requesting informa- 
tion from the members as to the desirability 
of reappointing these men. When the an- 
swered questionaires are received, the sec- 
tion will make its recommendation. 


Taxation of Foreign Income 


When he addressed the Philadelphia Chapter 
of the Tax Executives Institute at the Belle- 
vue-Stratford Hotel on December 7, Thomas 
J. Lynch, General Counsel for the Depart- 
ment of the Treasury, set out the Depart- 
ment’s recommendations to stimulate the 
foreign investment of American capital. The 
four principal recommendations were (1) 
postponement of tax on foreign branches 
of American taxpayers until the earnings 
are brought to the United States, (2) exemp- 
tion of an individual’s earned income from 
the date that he becomes a bona fide foreign 
resident, (3) recognition of losses in one 
foreign country in computing the foreign 
tax credit for income earned in another 
foreign country and (4) liberalization of the 
majority-ownership requirement with re- 
spect to foreign tax credits of a domestic 
taxpayer’s foreign subsidiary. In conclusion, 
Mr. Lynch stated: 


“The problem of international taxation is 
a vital one, and must be coordinated with 
our foreign economic policy. The program 
outlined above will iron out some of the 
inequities in our present system which have 
accumulated over the years. We feel that 
these changes will contribute to the effective 
execution of our foreign policy.” 


Night Clubs 
Subject to Illinois Sales Tax 


On November 22, 1949, the Illinois Su- 
preme Court ruled that persons who are 


engaged in the business of operating night 
clubs and theater restaurants are subject to 
the Illinois retailers’ occupation tax—a tax 
on sales, The court said that such proprie- 
tors are subject to the tax on foods and 
drinks, even though the sale of such is sub- 
ordinate to the prime purpose of providing 
entertainment. 


Recent Tax Decisions 


Insurance Companies, Not Life or Mutual, 

An insurance company which is not a life 
or mutual company is entitled to deduct 
from its gross income the reserve set up 
against unearned premiums and losses on 
risks reinsured with an insurance company 
which is not authorized to do business within 
a particular state. (U. S. v. Fidelity & De- 
posit Company of Maryland, 49-2 ustc { 9481, 
CA-4.) 


Carrying on or Doing Business.—A lessor 
railroad corporation was not “doing busi- 
ness” after it leased all of its properties to 
another company. The fact that it received 
rent, saw to it that the lessee performed its 
obligations, kept itself prepared to take over 
the property in case of the lessee’s default, 
participated in proceedings for the abandon- 
ment of some of the properties by the lessee 
and bought and sold securities in a contin- 
gent fund set up to protect the lessor’s in- 
terest in case of termination of the lease, 
did not constitute “doing business.” (U. S. 
v. Mine Hill and Schuylkill Haven Railroad 
Company, 49-2 ustc J 9484, DC Pa.) 


Alaskan Railroad Tax.—The tax on “gross 
annual income” of railroad corporations do- 
ing business in Alaska is levied on all income 
from business done in Alaska, including that 
received in the form of wharfage fees, han- 
dling charges and rentals, as well as receipts 
from the railway business. (Pacific & Arctic 
Railway & Navigation Company v. Collector 
of Internal Revenue, 49-2 ustc J 9490, DC 
Wash.) 


Penalties.—The wife of a Latin-American 
minister to Great Britain who was living in 
the United State§ during the war, and who 
separated from her husband during their 
stay in this country, was held to be a resi- 
dent alien. However, her failure to file an 
income tax return in the mistaken belief 
that she was a nonresident alien did not, in 
the eyes of the Tax Court, warrant the im- 
position of the twenty-five per cent delin- 
quency penalty. (Patino, CCH Dec. 17,291.) 
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James M. McInerney . . . 


Increase in Social Security Rate 


Washington Tax Talk 





Our Cover 


James M. McInerney is the First As- 
sistant to the Assistant Attorney General in 
Charge of the Tax Division of the Depart- 
ment of Justice, having assumed that posi- 
tion in July, 1947. 

A native of New York City, Mr. Mc- 
Inerney received his degrees of A. B. and 
LL. B. from Fordham University. A mem- 
ber of the New York and District of 
Columbia Bars, he engaged in the private 
practice of the law in New York City until 
1935 when he joined the Department of 
Justice. Prior to Mr. McInerney’s coming 
to the Tax Division in 1947, he had been 
engaged in the Department’s Criminal Divi- 
sion where he was First Assistant from 
1944 to 1947. 


The Tax Division is the federal govern- 
ment’s tax lawyer in all civil and criminal 
litigation arising under the internal revenue 
laws, and it prosecutes and defends tax 
litigation in all courts. Upon the shoulders 
of the First Assistant rests the responsibility 
of directing, supervising and counseling a 
staff of ninety lawyers engaged in the de- 
velopment and preparation of cases and their 
presentation to the courts. 


In addition, Mr. McInerney actively par- 
ticipates in the formulation of, and frequent- 
ly originates, policy with regard to the work 
of the Division. It is his duty to execute 
that policy in the protection of the Govern- 
ment’s interests. All of the important, tech- 
nical and difficult problems involved in 
litigation relating to the interpretation, con- 
struction and application of the tax laws 
pass over his desk. 


Congress 

Congress is still recessed. It will recon- 
vene January 3, 1950. 

It should be noted at this time that, under 
the laws already enacted, the increase in the 


Washington Tax Talk 


social security tax rate from one per cent 
to one and one-half per cent, for both em- 
ployer and employee, applies to wages paid 
on or after January 1, 1950. This is so, 
regardless of when the employment oc- 
curred. Thus, the higher tax rate applies 
to wages paid on and after January 1, 1950, 
even though the wages are for services per- 
formed in 1949. If such wages are paid by 
December 31, 1949, the one per cent rate 
applies. 

Although the tax rate has increased, the 
old base remains as it was. Only the first 
$3,000 is taxable. Wages paid in excess of 
$3,000 are not taxed. 


Supreme Court 


When the Supreme Court affirmed the 
Court of Appeals for the Third Circuit per 
curiam in Commissioner v. Philadelphia 
Transportation Company, 49-2 ustc J 9472, it 
ruled that a taxpayer may deduct retro- 
active interest applicable to a year prior to 
that in which it was organized. 


The Supreme Court has affirmed the 
Court of Appeals for the Seventh Circuit in 
Wilmette Park District v. Campbell, 50-1 
ustc J 9105. According to this decision, the 
admissions tax may properly be imposed 
against the charges which a municipal park 
district makes for admission to a beach. It 
is immaterial that such revenue results in 
no profit, but merely covers operational ex- 
penses. Such a tax is not unconstitutional as 
a burden on a state instrumentality inas- 
much as it may be absorbed by the patrons. 


Certiorari—Certiorari has been applied for 
in the following cases: 


Halle v. Commissioner (49-1 ustc ¥ 9295). 
—In the absence of adequate records, the 
Commissioner could base a fraud penalty 
On income reconstructed from bankbooks, 
brokerage accounts, etc. 








Certiorari has been granted in Commis- 
sioner v. Korell (49-1 ustc J 9306, 49-2 ustc 
| 9347), a case where the Court of Appeals 
for the Second Circuit held that a bond 
premium is amortizable in its entirety, even 
though it may be partially attributable to 
the privilege of converting to stock. 


Certiorari has been denied in the follow- 
ing cases: 


Rosenblum v. U. S. (49-2 ustec J 9314).— 
Proof that a taxpayer had received a share 
of over-ceiling prices from the sale of whis- 
key through controlled corporations would 
support a charge of failure to report 
“dividends.” 


Belser v. Commissioner (49-1 ustc J 9269). 
—A sole stockholder was not holding, as 
trustee for the corporation, assets which 
became worthless in the taxable year, and 
the twenty-five per cent negligence penalty 
applies despite the allegation of the taxpayer 
that the return and check had been left 
with his secretary for mailing. 

Morano v. Cominissioner (49-2 ustc J 9350). 
—A family partnership did not exist where 
the contribution of the taxpayer’s wife con- 
sisted of proceeds from the dissolution of a 
predecessor corporation, part of the stock 
of which had been given to her by her 
husband and over which she did not have 
absolute control. 


Heyman v. Commissioner (49-2. ustc 
{ 9362).—Payments received by stockhold- 
ers on a claim assigned to them by the 
dissolving corporation were not liquidating 
distributions and were therefore taxable as 
ordinary income. 

Smyth v. California State Automobile Asso- 
ciation (49-2 ustc § 9235).—An automobile 
club is not exempt under Section 101 (9) as 
a club operated for pleasure and recreation. 


The Commissioner 


Employment Taxes.—The Bureau has 
adopted the proposed regulations which re- 
flect the use of a new form (941), to be put 





into use effective for the first quarter of 
1950, combining Form W-1 (income tax) 
with Form SS-la (social security). The 
regulations have added a new provision re- 
specting deposits for the last month of the 
quarter. It is now required that such de- 
posits be made in ample time for the Fed- 
eral Reserve Bank to return the validated 
receipt for affixing to the employer’s return. 


Withholding Tax Procedure.—The Treas- 
ury has issued regulations with respect to 
the processing of withheld income taxes and 
social security taxes, which authorize, effec- 
tive January 1, 1950, the use of Federal 
Reserve Banks as depositaries, pursuant to 
the newly-added Code Section 3310(f) (2). 
Under these regulations, other incorporated 
banks, including existing depositaries, which 
desire to be depositaries with respect to 
wages paid on or after January 1, 1950, must 
file an application with the Federal Reserve 
Bank in their district on Form 469 (avail- 
able at the U. S. Treasury, Bureau of Ac- 
counts). Depositaries, which are qualified 
by the Federal Reserve Bank, will be re- 
quired daily to forward to the Federal 
Reserve Bank “Federal Depositary Re- 
ceipts” (Form 450) accompanying employ- 
ers’ deposits and to adjust their accounts 
daily with this bank. When validated by the 
Federal Reserve Bank, the Federal De- 
positary Receipts will be returned to the 
employer together with a blank form for 
use with the next deposit. Upon the pres- 
entation of such validated forms, together 
with the filing of the quarterly return with 
the collector on Form 941, the deposits 
made by the employer will be treated as 
payment of the taxes. 


Stamp Tax.—In order to facilitate com- 
pliance with local law, dummy incorporators 
and/or subscribers are sometimes used in 
the organization of a corporation. In such 
cases, the Bureau has ruled, a tax may be 
imposed under Section 1802(b) on the trans- 
fer, to the real party in interest, of the 
right to receive shares or the right to sub- 
scribe to shares. 





be established. 





| SPECIAL SESSION OF TEXAS LEGISLATURE 


Governor Shivers of Texas recently stated that inasmuch as the “annual 
session” proposal was defeated at the general election, he will call a special session 
of the legislature to convene shortly after January 15, 1950. State hospital building 
and operational expenses must be financed, and a tax basis for such expenses must 
The Governor indicated that he 
something like the present omnibus tax measure.” 


“cc 


still favors a broad-base tax, 
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The TAX nV CWAL 


International Double 


JANUARY, 1950 


Taxation of Income 


lts Problems and Remedies 


By E. ROY GILPIN and H. GILMER WELLS .. . 


THE AUTHORS 


ORIGINALLY PRESENTED THIS PAPER TO THE COMMITTEE ON TAX- 
ATION AT THE SIXTH CONFERENCE OF THE INTER-AMERICAN BAR 
ASSOCIATION AND HAVE BROUGHT IT UP TO DATE FOR THIS ISSUE 


f ee EVENTS of the past decade have 
demonstrated conclusively that no nation’ 
of the world can exist as a self-sustaining 
unit independent of her neighbors. A free- 
flowing international trade, unimpeded by 
unreasonable and burdensome restrictions, 
now is not only desirable but necessary. 
Numerous countries, after having their re- 
sources and facilities depleted by the last 
war, find themselves largely dependent upon 
a steady influx of foreign goods, capital, en- 
terprise and “know-how” to bring about a 
restoration of a sound economy. No nation, 
however, can encourage foreign enterprises 
to engage in business within its territory or 
attract foreign capital if at the same time 
such foreign enterprises or capital will be 
subjected to burdensome taxes in addition 
to those which must be paid to the nation 
of domicile or origin. Thus, the abolition, 
or at least the alleviation, of international 
double taxation is of paramount importance 
if the economy and trade of the nations of 
the world is to be maintained upon a sound 
basis. 


The majority of countries subject their 
domiciliaries, or residents, both corporate 
and individual, to some type of taxation upon 
their entire income or profits, irrespective of 
the source from which such income is de- 
rived. If, therefore, an enterprise of country 


A, when it sells its goods or carries on 
activities in country B, is taxed on the in- 
come from such activities not only in coun- 
try B but also in country A, it generally 
finds itself unable to compete with native 
enterprises of country B. Similarly, enter- 
prises of one nation find it exceedingly diffi- 
cult to attract foreign capital if the foreign 
investors are taxed on the dividends and 
interest in their country of domicile and 
again in the country wherein the investment 
is made. 


The terrific impact of international double 
taxation and of discriminatory taxation of 
nonresident enterprises is best illustrated by 
an example, probably the most classic of 
which is the so-called French “double divi- 
dends tax” situation. The French Govern- 
ment, by the law of June 29, 1872, imposed a 
tax upon dividends and interest payable by 
corporations. By Article 3 of a decree of 
December 6, 1872, it was provided that for- 
eign corporations having assets in France 
were liable for the dividends tax on that 
portion of the dividends distributed by it in 
its country of domicile which bore the same 
ratio to the total dividends distributed as 
its assets in France bore to its total assets. 
The tax was imposed in this arbitrary man- 
ner irrespective of whether the corporation’s 
operations in France had been conducted at 
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a profit, and irrespective of whether the 
French assets contributed in any manner to 
the earnings of the corporation. 


In order to avoid the full impact of such 
a discriminatory tax, non-French corpora- 
tions which had theretofore conducted their 
operations in France through branches began 
to carry on such activities through French 
subsidiary corporations. The French reve- 
nue atithorities, however, instead of merely 
imposing the dividends tax upon the divi- 
dends paid by the French subsidiary to its 
foreign parent, in addition thereto continued 
to impose and collect the tax from the for- 
eign parent company on an allocable share, 
determined as aforesaid, of the dividends 
which it distributed. Thus, the tax was ap- 
plied twice on the same income, i. e., once 
against the French subsidiary and once 
against the foreign parent company. When 
it is considered that the parent was also 
taxed by its home country on the dividends 
received from the French subsidiary, it is not 
difficult to understand why a non-French 
enterprise would hesitate to carry on opera- 
tions in France through a subsidiary or a 
branch office.’ 


Discouragement of Business Abroad 


While the application of the French divi- 
dends tax is an extreme example of discrimi- 
natory double taxation on an international 
scale, it serves to exemplify a situation which 
unfortunately is all too prevalent today, par- 
ticularly as between nations in the Western 
Hemisphere. With a majority of the coun- 
tries of the world imposing income or similar 
taxes, it is extremely difficult, in the absence 
of reciprocal treaties or remedial legislation, 
for an enterprise or individual of one nation 
to engage in business or invest capital in 
another nation without incurring to some 
extent a double tax liability. In many instances 
the burden of such taxation is so great as 
to prevent the carrying on of endeavor on a 
broad international scale. Admittedly, sig- 
nificant progress has been made during the 


1 Insofar as the United States is concerned, the 
adverse impact of the French dividends tax has 
been alleviated to a great extent by the provi- 
sions of the United States-France tax conven- 
tion (United States Treaty Series 988). France 
has also relieved this situation in regard to 
other European countries through treaty provi- 
sions—e.g., the convention of November 16, 1931, 
between Italy and France. 

2 The United States now has treaties for the 
relief of double income taxation in effect with 
five European nations and Canada; similar 
treaties with nine additional European and four 
Latin-American countries either are awaiting 
the exchange of ratifications or are in the proc- 
ess of preparation. 


last twenty years toward remedying this sit- 
uation, particularly as between the United 
States and various European countries.’ As 
regards the nations of the Western Hemis- 
phere, however, with the exception of the 
United States, Canada and Mexico, almost 
nothing has been accomplished in this regard.’ 


Although it is generally conceded that the 
alleviation of international double taxation 
and the removal of tax barriers from thie 
path of foreign trade and commerce is both 
desirable and necessary, the question of the 
method by which this may best be done 
remains. From a theoretical standpoint, 
three courses are available: (a) unilateral 
action, (b) multilateral action or (c) bilateral 
action. Of these three possible courses, the 
most practical and feasible is bilateral action. 


Unilateral Action 


Attempts to remedy double tax situations 
and encourage foreign trade by the so-called 
unilateral approach are not uncommon. By 
“unilateral action” is meant a legislative or 
regulatory act on the part of a single nation 
operating independently. Thus, by its inde- 
pendent legislation, a nation may grant to 
its nonresidents a limited exemption from 
taxation on certain classes of income or en- 
courage foreign enterprises to carry on 
business within its territory by allowing va- 
rious tax concessions. 


Often -such legislative provisions are 
couched in terms of reciprocity. That is, 
country A will exempt from taxation the 
earnings of a particular enterprise of country 
B if under the laws of B similar enterprises 
of A are afforded a like exemption.‘ The 
tax laws of the United States offer a number 
of examples of efforts to lighten the impact 
of international double taxation through uni- 
lateral action, such as the provisions pertain- 
ing to the taxation of Western Hemisphere 
Trade corporations ° and China Trade Act cor- 
porations * and granting a foreign tax credit 
on a reciprocal basis to resident aliens.” An 
outstanding example of unilateral action is 


3So far as can be ascertained, no countries 
in the Western Hemisphere, with the exception 
of the United States, Canada and Mexico, have 
taken any definitive action towards the relief 
of international double taxation. 

4 An example of this type of unilateral action 
may be found in Sections 212 (b) and 231 (d) 
of the United States Internal Revenue Code, 
which exempt from United States income taxes 
the earnings of ships and aircraft documented 
or registered under the laws of a foreign coun- 
try which grants an equivalent exemption to 
citizens and corporations of the United States. 

5 Code Sections 15 (b) and 109. 

® Code Sections 261-263. 

7 Code Section 131 (a) (3). 
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found also in Section 119 (e) of the Internal 
Revenue Code, which provides, among other 
things, that the income from the sale of 
goods purchased within the United States 
and sold without shall be treated as derived 
from sources within the country of sale. 


Although unilateral action is commendable 
and is to be encouraged, it does not, in and 
of itself, provide a complete solution to the 
over-all problem of international double tax- 
ation. As a practical matter, it is difficult 
to induce a nation independently to enact 
remedial legislation, particularly when such 
action will to some extent result in a dimi- 
nution of its revenues. Furthermore, those 
provisions which demand reciprocity all too 
frequently have little or no practical effect 
by reason of the failure’of other nations to 
enact reciprocal exemptions. 


Multilateral Action 


The problem, by its very nature, does not 
lend itself to solution by multilateral action, 
i.e., understandings or treaties among three 
or more nations. The wide divergence in 
the nature and structure of the tax systems. 
of the countries of the world makes it almost 
a practical impossibility for more than two 
countries to enter into an agreement which 
is equitable and workable as to all parties 
thereto. So far as can be ascertained, the 
only major multilateral effort is the now- 
abrogated treaty of 1922 between Italy and 


Austria, Hungary, Poland, Rumania and 


Yugoslavia.® 


Bilateral Action 


Bilateral action, i. e., a treaty or conven- 
tion between two countries, furnishes the 
most feasible method of approaching the 
problem of removing international tax bar- 
riers. By such procedure it is comparatively 
simple for two nations to agree upon certain 
principles and concessions, and to adapt 
these to complement their respective tax 
systenis. The increasing number of bilateral 
tax conventions during the past twenty-five 
years evidences the expediency of this method. 
Even nations having widely divergent sys- 
tems of taxation have employed this method 
successfully for many years.® 


Although in recent years the United States 
has been the principal instigator of the nego- 





8 League of Nations, Collection of International 
Agreements and Internal Legal Provisions for 
the Prevention of Double Taxation and Fiscal 
Evasion, Vol. I, p. 73. 
ow e.g., United States-France tax conven- 

on, 
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tiation and adoption of such treaties, a number 
of other nations, particularly European, have 
entered into bilateral conventions for the 
relief of double taxation.” For some inex- 
plicable reason, however, prior to 1949 efforts 
to remove international tax barriers have 
been confined almost exclusively to the 
United States, Canada, and various European 
countries. No tax treaty between the United 
States and any Central or South American 
country is now in effect, and only five Latin- 
American countries are presently in the 
process of negotiating such treaties.” 

This is particularly surprising in view of 
the increasingly important position in inter- 
national trade occupied by many South 
American countries and the pressing need 
of several for foreign “know-how” and capi- 
tal. Far from attempting to relieve the situ- 
ation, several South American countries 
actually discriminate against nonresidents 
by subjecting them to higher rates of tax 
than that imposed upon their nationals in 
respect to the same class of income.” Thus, 
while the problem is by no means confined 
to the Western Hemisphere, it is there that 
the most pressing need for immediate reme- 
dial action is found. 


Historical Development of 
Bilateral Treaties 


Prior to the 1920’s little, if anything, had 
been done by the nations of the world, either 
individually or collectively, toward remedy- 
ing double taxation. By the end of World 
War I, however, the international tax situ- 
ation had become acute—so acute, in fact, 
that upon the founding of the International 
Chamber of Commerce in 1920, that organ- 
aztion immediately decried the adverse im- 
pact of double taxation upon international 
trade and began the study of the problem 
on an independent basis. In the same year, 
in Brussels, the International Financial Con- 
ference recommended that a study of the 
double tax problem be made by the League 
of Nations. The League, acting upon this 
suggestion, directed its Financial Committee 
to undertake such a study. 

. This committee, in 1922, appointed a group 
of tax administrators from seven European 
countries to assist it in its studies; and in 
1925 additional experts from five other na- 





10 See Carroll, Double Taxation Relief and The 
European Recovery Program (National Foreign 
Trade Council, Inc., 1948), pp. 33-34. 

11 Brazil, Colombia, Cuba, Mexico and Vene- 
zuela now have treaties with the United States 
in the process of negotiation. 

12 The tax laws of Argentina, Brazil and Chile, 
for example, are discriminatory in this regard. 
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tions were designated to work with the com- 
mittee. The first phase of the investigation 
terminated in 1928, when the report of this 
group containing drafts of recommended bi- 
lateral treaties for the relief of double taxation 
was issued.” The experts also recommended 
that a permament committee of the League 
be formed to continue work on the double 
tax problem. As a result, the League ap- 
pointed a Fiscal Committee “ and directed 
that the investigation be continued. The 
Fiscal Committee, having obtained a grant 
from the Rockefeller Foundation, promptly 
undertook the investigation of the problem 
of the allocation of business income” and, 
in June, 1933, at Geneva, drafted a model 
treaty setting forth basic principles for the 
allocation of business income in situations 
involving an enterprise carrying on business 
in more than one country.”® 

During the latter years of its existence, 
the Fiscal Committee turned its attention 
to the settlement of tax problems between 
countries of the Western Hemisphere and, 
in 1943, at its Second Regional Tax Confer- 
erence in Mexico, proposed still another 
model bilateral convention for the preven- 
tion of double taxation of income.” To date, 
the Fiscal Committee’s Study of Western 
Hemisphere tax problems has borne little 
fruit * other than serving to awaken interest. 
This may be due at least in part to the fact 
that while the Second Regional Tax Con- 
ference had as its immediate object the 
settlement of tax problems between countries 
of the Western Hemisphere, the Fiscal Com- 
mittee’s model bilateral convention was con- 
cerned primarily with establishing principles 
governing the right to tax as between the 
country of the income source and the coun- 
try of fiscal domicile and dealt with specific 
Western Hemisphere problems only inci- 
dentally. 


13 Report of the General Meeting of Govern- 
ment Experts on Double Taxation and Tax 
Evasion, League of Nations Document C.562. 
M.178, 1928 II. 

1%#The League’s Fiscal Committee was com- 
posed of ten permanent members, each a na- 
tional of a different nation—i.e., Belgium, 
Bolivia, France, Great Britain, Greece, Holland, 
Italy, Spain, Switzerland and the United States. 
In addition it had thirty-six so-called ‘‘corre- 
sponding members’’ who were nationals of other 
nations. Eight South and Central American 
countries were represented among the corre- 
sponding members: Brazil, Colombia, Cuba, 
Ecuador, Mexico, Paraguay, Uruguay and Vene- 
zuela. 

This problem has been dealt with inade- 
quately in the draft model convention of 1928. 
See infra., p. 15. 

16 Fiscal Committee, Report to the Council 
on the Fourth Session of the Committee, Draft 
Convention Adopted for the Allocation of Busi- 
ness Income Between States for the Purposes 


The final meeting of the League’s Fiscal 
Committee took place in London in 1946, 
after which its work was taken over by the 
Fiscal Commission of the United Nations. 
It is understood that this body is now in 
the process of assembling international tax 
data for use in the future negotiation of 
bilateral tax treaties.” 


Draft Conventions of 1928 


The draft bilateral conventions presented 
at the General Meeting of Government Ex- 
perts on Double Taxation and Tax Evasion 
in 1928” actually constitute the foundation 
of the vast majority of bilateral tax treaties 
in existence today.- While existing tax con- 
ventions vary somewhat from the 1928 
League drafts and League recommendations 
in regard to income allocation and the re- 
spective rights of the countries of income 
source and fiscal domicile,” the basic prin- 
ciples of the 1928 draft, particularly those 
pertaining to the taxation of business income, 
generally have been adopted. 


At the time of the preparation of the 1928 
League drafts, the most important problem 
in this field was the double taxation of busi- 
ness income.” To a large extent it may be 
said that the same problem occupies an equally 
important position today. For example, if 
an American manufacturing concern sold its 
products in Country A, either directly or 
through an agent, County A could assert 
that the profits from such sales were the 
result of operations carried on within its 
jurisdiction and tax the profits. The same 
profits, of course, would be taxed in their 
entirety in the United States .* Similarly, if 
the American enterprise purchased goods in 
country A for sale within the United States, 
country A, in the absence of treaty provi- 


of Taxation, League of Nations Document C. 
399. M. 204, 1933. II.A (F/Fiscal 76). 


17 Model Bilateral Conventions for the Pre- 
vention of International Double Taxation and 
Fiscal Evasion, League of Nations Document 
C.2.M.2, 1945. IT.A. 

18 Supra, footnote 3. 

12See King, ‘‘Fiscal Cooperation in Tax 
Treaties,’’ TAxEsS—The Tax Magazine, October, 
1948, p. 889. 

20 Supra, footnote 13. 


21Cf. Model Bilateral Conventions presented 
by the Fiscal Committee in 1943 at the Second 
Regional Tax Conference in Mexico, League of 
Nations Document C.2.M.2, 1945.II.A. 


2 The majority of recent bilateral treaties 
refers to ‘‘business income’’ as ‘‘industrial and 
commercial profits’’—e.g., Tax Convention Be- 
tween United States and United Kingdom, 
Treaties and Other International Acts, Series 
1546, Article ITI. 

23 Code Section 22 (a). 
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sion or a Statutory provision similar to Sec- 
tion 119 (e) of the United States Internal 
Revenue Code, again could maintain that the 
profits from the transaction were derived as 
a result of activities within its jurisdiction. 


Permanent-Establishment Concept 


In order to relieve the foregoing situation, 
the government experts in the 1928 draft 
conventions devised what is known as the 
“permanent-establishment concept.” In sub- 
stance, it was provided that a commercial, 
industrial or agricultural enterprise of one 
country could not be taxed upon its business 
income by the other contracting country un- 
less the business had a permanent establish- 
ment within such other country. A permanent 
establishment was somewhat inadequately 
defined as including branches, offices, facto- 
ries, warehouses, agencies, mining and oil- 
fields and the so-called “real center of 
management.” Each country was given the 
right to tax the income attributable to the 
permanent establishment within its bounda- 
ries, the question of the proper allocation 
of such income being left for agreement 
between the administrations of the respective 
countries. 


In order to prevent confusion on the ques- 
tion of whether an enterprise carrying on 
activities in a foreign country through an 
independent agent or broker would be 
deemed to have a permanent establishment 
in such foreign country, the draft conven- 
tions contained the following provision :* 


“The fact that an undertaking has business 
dealings with a foreign country through a 
bona fide agent of independent status shall 
not be held to mean that the undertaking in 
question has a permanent establishment in 
that country.” 


The foregoing provision could well be 
classified as one of the most beneficial con- 
tained in the 1928 draft conventions or, for 
that matter, in any of the League’s subse- 
quent recommendations. It is a customary 
procedure for an enterprise of one country 
to market its products in another through 
an independent broker or commission agent. 
In the absence, however, of a reciprocal tax 
treaty between such countries which con- 
tains such provisions as the aforesaid, the 









2 Convention No. la, Article 5; Convention 
No. 1b, Article 2B; Convention No. 1c, Article 3; 
Report of the General Meeting of Government 
Experts on Double Taxation and Tax Evasion, 
supra, footnote 13. 

2% E.g., United States-France convention, Ar- 
ticle 3, Protocol Article III (a); United States- 
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profit from the sale generally would be sub- 
ject to tax in the country of sale. Therefore, 
such treaty provisions enable enterprises to 
market their goods through a commission 
agent in the foreign country without being 
subjected to the double tax burden which 
would obtain in the absence of treaty, and 
without being confronted with the onerous 
task of determining a proper allocation of 
profit as between the two interested nations. 
It is probable that no other single tax treaty 
provision has done as much to encourage 
international trade. 


Application of Concept 


The practicality and workability of the 
permanent-establishment concept contained 
in the draft conventions of 1928 is evidenced 
by the fact that substantially similar pro- 
visions have been incorporated in the ma- 
jority of the bilateral tax treaties which have 
become effective since that time.” In the 
United Kingdom-United States convention, 
for example, the principle is stated as follows :* 


“(1) A United Kingdom enterprise shall 
not be subject to United States tax in re- 
spect of its industrial or commercial profits 
unless it is engaged in trade or business in 
the United States through a permanent es- 
tablishment situated therein. If it is so en- 
gaged, United States tax may be imposed 
upon the entire income of such enterprise 
from sources within the United States. 


“(2) A United States enterprise shall not 
be subject to United Kingdom tax in respect 
of its industrial or commercial profits unless 
it is engaged in trade or business in the 
United Kingdom through a permanent es- 
tablishment situated therein. If it is so 
engaged, United Kingdom tax may be im- 
posed upon the entire income of such enter- 
prise from sources within the United Kingdom ; 
Provided that nothing in this paragraph shall 
affect any provisions of the law of the United 
Kingdom regarding the imposition of United 
Kingdom excess profits tax and national 
defence contribution in the case of inter- 
connected companies.” 


The proposition that the carrying on of 
activities through a commission agent in one 
contracting country by an enterprise of the 
other country is not to be deemed the main- 
tenance of a permanent establishment is con- 


Netherlands convention, Sen. Exec. I, 80th Con- 
gress, 2d Session, Articles II (1) (i) and III; 
United States-Denmark convention, Sen. Exec. 
H., 80th Congress, 2d Session, Articles II (1) (3) 
and III. 

26 United States Treaties and other Interna- 
tional Acts, Series 1546, Article III. 
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tained in the definition of the term “permanent 
establishment,” in regard to which the treaty 
provides in part:” 


“The term ‘permanent establishment’ when 
used with respect to an enterprise of one of 
the Contracting Parties means a branch, 
management, factory or other fixed place of 
business, but does not include an agency 
unless the agent has, and habitually exer- 
cises, a general authority to negotiate and 
conclude contracts on behalf of such enter- 
prise or has a stock of merchandise from 
which he regularly fills orders on its behalf. 
An enterprise of one of the Contracting 
Parties shall not be deemed to have a per- 
manent establishment in the territory of the 
other Contracting Party merely because it 
carries on business dealings in the territory 
of such other Contracting Party through a 
bona fide commission agent, broker, or cus- 
todian acting in the ordinary course of his 
business as such.” 


Source v. Fiscal Domicile 


The most difficult task facing the Fiscal 
Commission in preparing the draft conven- 
tions of 1928 was that of classifying the vari- 
ous items of income subject to tax and then 
determining whether the right to tax each 
class should be vested in the nation of 
fiscal domicile (1. e. the taxpayer’s residence) 
or in the nation of the income source. In- 
deed, the natural and perennial conflict of 
interest as between the countries of fiscal 
domicile and source is, even today, one of 
the most troublesome points encountered in 
the negotiation of bilateral tax treaties. The 
1928 draft conventions first defined the source 
of various items of income and then stipu- 
lated whether the country of source or the 
country of fiscal domicile should be given 
the right to tax such income. In regard to 
business income, for example, the conven- 
tions provided that such income should be 
subject to tax in the country wherein there 
was a permanent establishment, and that if 
there were permanent establishments in both 
countries, each country should tax the in- 
come attributable to the establishment within 
its boundaries. 


Principles pertaining to the right to tax 
income from real estate, dividends, interest 
and personal services were also laid down. 
In this last regard, bilateral tax treaties ne- 
gotiated in recent years frequently have 
deviated substantially from the principles set 
forth in the 1928 draft conventions. Accord- 


7 Article II (1) (1). 





ingly, in the interest of brevity, this aspect 
of the conventions is not discussed in detail.” 


Fundamentally, the 1928 draft conventions 
constitute a milestone in the development of 
international tax law by reason of two facts: 
(1) the adoption of the permanent-establish- 
ment concept for the taxation of industrial 
and commercial profits, and (2) the estab- 
lishment of an adaptable form for future 
bilateral tax treaties. The first of these 
innovations has been discussed earlier here- 
in. The second merits further consideration, 
inasmuch as from a standpoint of form the 
1928 League drafts have been adopted al- 
most universally in subsequently negotiated 
treaties. 


In the formulation of the drafts, the Fiscal 
Committee discarded all criteria of tax liabil- 
ity or jurisdiction except two, i. e., source 
and fiscal domicile. The taxes to which the 
particular convention applied were then listed 
and the various items of income classified. 
It was then stipulated which country, as 
between that of source and that of fiscal 
domicile, would have the exclusive or par- 
tial right to tax each class of income. Al- 
though the respective rights of the countries 
of source and fiscal domicile vary somewhat 
under different existing tax treaties, the vast 
majority of such conventions approach the 
problem in the same manner as it was treated 
in the 1928 League drafts. 


Draft Convention of 1933 


The League draft conventions of 1928 in- 
adequately dealt with the problem of the 
proper allocation of business income. Under 
the permanent-establishment concept con- 
tained in those conventions, it was provided 
that each country would have the right to 
tax the business income attributable to the 
permanent establishments located within its 
jurisdiction. Insofar as the method of deter- 
mining just what income was properly allo- 
cable to such a permanent establishment was 
concerned, however, the 1928 draft conven- 
tions provided merely that the “competent 
administrations” could lay down rules by 
agreement for the apportionment of such 
income. Obviously, such a provision was a 
little better than none, for the respective 
parties to such treaty could, and probably 
would, fail to agree on the question of equi- 
table apportionment. 


The Fiscal Committee, recognizing the 
need for strengthening their model treaties 


ternational Double Taxation of Income,’’ 59 


% For a full discussion of this phase of the 
1928 draft conventions, see Ke Chin Wang, ‘‘In- 


Harvard Law Review 73 (1945). 
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in this respect, undertook an extensive study 
of the various methods of allocating taxable 
income, in the course of which the fiscal 
systems of approximately thirty-five nations 
were examined. At a meeting in Geneva in 
June, 1933, a model bilateral convention con- 
taining fundamental principles for the allo- 
cation of business income was drafted.” 
Unlike the 1928 draft conventions, the 1933 
draft concerned itself only with the alloca- 
tion and taxation of business, as opposed to 
investment, income. 


Direct Accounting Method 


It was provided ™ that an enterprise hav- 
ing its fiscal domicile in one of the contract- 
ing states should not be taxable in the 
other contracting state except in respeg¢t to 
income “directly derived” from sources within 
the territory of the latter state by a perma- 
nent establishment therein. The use of the 
term “directly derived” is significant, for it 
evidences the adoption of a method of allo- 
@ation based upon direct accounting and a 
rejection of any allocation based upon a sys- 
tem of fractional apportionment. It is inter-- 
esting that although the direct accounting 
method of allocation has received almost 
universal acceptance in the international field, 
the fractional apportionment method is still 
favored in internal domestic legislation.™ 


The 1933 draft convention further strength- 
ened the separate accounting concept of 
allocation by providing that the local perma- 
nent establishment of a foreign enterprise 
should be treated as an independent enter- 
prise and its income determined upon the 
basis of its separate accounts. In this regard 
it was expressly stipulated ™ that “if an en- 
terprise with its fiscal domicile in one con- 
tracting State has permanent establishments 
in other contracting States, there shall be 
attributable to each permanent establish- 
ment the net business income which it might 
be expected to derive if it were an independ- 
ent enterprise engaged in the same or similar 
activities under the same or similar condi- 
tions.” The same provision also stated that 
“such net income will, in principle, be deter- 


mined on the basis of the separate accounts 





pertaining to such establishment.” 


Similar or related provisions relating to 
the allocation of business income have been 
inserted in a number of the bilateral tax 
treaties negotiated since 1933." Unfortu- 
nately, however, a number of subsequent 
treaties have adopted the inadequate alloca- 
tion provisions contained in the 1928 League 
drafts, and provide merely that the “compe- 
tent authorities” of the two contracting states 
may lay down rules by agreement for the 
apportionment of industrial and commercial 
profits. 


Basis for Determining Profits 


In order to prevent an improper and fic- 
titious diversion of profits from a permanent 
establishment in one country to a permanent 
establishment in another, the 1933 draft con- 
vention contained a provision, which has since 
been almost universally adopted, for a deter- 
mination of profits based upon actualities.* 
In this respect it was provided that “when 
an enterprise of one contracting State has 
a dominant participation in the management 
or capital of an enterprise of another con- 
tracting State, or when both enterprises are 
owned or controlled by the same interests, 
and as a result of such situation there exists, 
in their commercial or financial relations, 
conditions different from those which would 
have been made between independent enter- 
prises, any item of profit or loss which should 
normally have appeared in the accounts of 
one enterprise, but which has been, in this 
manner, diverted to the other enterprise, 
shall be entered in the accounts of such 
former enterprise.” * 


Presumably, this provision is applied and 
enforced by the tax administration of the 
country wherein the permanent establish- 
ment in question is located. The need for 
such a provision is apparent. If the profits 
of each of several permanent establishments 
are to be determined upon an independent 
separate accounting basis, evasion can be 
avoided only by assuring that the dealings 
between such related establishments will be 
carried on at arm’s length and their respec- 





2 Fiscal Committee, Report to the Council on 
the Fourth Session of the Commitee, League of 


Nations Document C.399.M.204, 1933. II.A (F/ 
Fiscal 76). 


% Article 1. 


1 See, e.g., the application of the fractional 
apportionment method for New York state fran- 
— tax purposes. Article 9-A, New York Tax 

w 


Sd Article 3. 
3% E.g., United States-Denmark convention, 
Article III; United States-Netherlands conven- 
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tion, Article III; United States-United King- 
dom convention, Article ITI. 


%E.g., United States-France convention, Ar- 
ticle 3; United States-Canada convention, United 
States Treaty Series 983, Article III; United 
States-Sweden convention, United States Treaty 
Series 958, Article IT. 


3% Article 5. 


36 The same rationale underlies this provision 
as is applied for federal income tax purposes 
under Section 45 of the Internal Revenue Code. 
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tive profits, in all events, determined on the 
basis, either supposed or actual, or bona fide 
arm’s length transactions. 


Arbitration by Technical Body 


A commendable provision of the 1933 draft 
convention which unfortunately has not been 
adopted in recent bilateral treaties is the 
stipulation,” that in the event of a dispute 
between the states parties to the treaty as 
to its interpretation or application, such dis- 
pute may be submitted for settlement to 
such technical body as the Council of the 
League of Nations might appoint. By sub- 
mitting troublesome questions of interpreta- 
tion to such arbitration, it would seem.that 
much international ill will and misunder- 
standing could be avoided and the effective- 
ness of the treaties implemented. Presumably, 
the steadily diminishing prestige and authority 
of the League of Nations during the 1930's 
accounts, at least in part, for the omission 
of such a provision from tax treaties nego- 
tiated since 1933. Now, however, with the 
existence of an international organization 
such as the United Nations, a subdivision 
or committee of which could well act as ar- 
biter, there is reason to hope that a provision 
such as the one just discussed can and will 
be incorporated in those bilateral tax treaties 
negotiated in the future. 


Exclusions from Business Income 


Although “business income” was not de- 
fined as such, various classes of income were 
expressly excluded from the term. It was 
provided ® that business income should not 
include income from immovable property, 
mortgages, public funds, bonds, loans, de- 
posits and current accounts, dividends, rentals, 
royalties and profits from the casual sale of 
property. Provision was made, however, for 
excluding also the expense items related to 
the foregoing classes of income. Subsequent 
treaties, in the main, have not been con- 
sistent as to what is or is not to be included 
in the concept of business income or indus- 
trial or commercial profits. In general, items 
of income such as dividends, interest, roy- 
alties, etc., are accorded separate treatment 
in the majority of treaties; accordingly, it 
is reasonable to believe that it was intended 
to draw a clear line of demarcation between 


business and investment income in all events. 
In any case, it is desirable to maintain such 
a distinction. 


The 1933 draft convention defined a per- 
manent establishment much in the same manner 
as the 1928 drafts had defined it, by pro- 
viding ® that the term included “real centers 
of management, branches, mines and oil- 
wells, plantations, factories, workshops, ware- 
houses, offices, agencies, installations and 
other fixed places of business.” It was also 
expressly stipulated that the term did not 
include a subsidiary corporation, recognition 
thereby being given to the independent con- 
cept of a subsidiary company. Furthermore, 
the draft stated, that the fact that an enter- 
prise with its fiscal domicile in one of the 
contracting states had business dealings in 
another contracting state through “an agent 
of genuinely independent status” (broker, 
commission agent, etc.) was not to be held 
to mean that it had a permanent establish- 
ment in the latter state. This last provision, 
which originated in the 1928 drafts, is gen- 
erally found in existing bilateral tax treaties. 


Agent as ‘‘Permanent 
Establishment” 


The Fiscal Committee, in preparing the 
1933 draft convention, recognized, however, 
that it was necessary to define the circum- 
stances whereunder an agent could be con- 
sidered a permanent establishment as opposed 
to one of “independent status.” It therefore 
provided“ that a permanent establishment 
would be deemed to exist if the agent “is 
duly accredited and habitually enters into con- 
tracts for the enterprise for which he works, 
or if he is bound by an employment contract 
and habitually transacts commercial busi- 
ness on behalf of his enterprise, or, if he is 
habitually in possession, for the purpose of 
sale, of a depot or stock of goods belonging 
io the enterprise.” Similar provisions are to 
be found in existing treaties.“ For example, 
it is provided in the convention between the 
United States and the United Kingdom “ 
that the term “permanent establishment” 
does not include an agency unless the agent 
has, and habitually exercises, a general au- 
thority to negotiate and conclude contracts 
on behalf of such enterprise, or unless he 
has a stock of merchandise from which he 
regularly fills orders on behalf of the enter- 
prise. 





31 League of Nations Document C.399.M.204, 
1933 (F/Fiscal 76), Article 6. 

3% Article 2. 

% Protocol Section 2 (c). 
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40 Ibid. 

41 United States-Canada convention, Protocol 
3 (f); United States-Sweden convention, Pro- 
tocol 1 (a). 

4 Article II (e). 
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Considered together, the League of Nations 
draft conventions of 1928 and 1933 form the 
cornerstone upon which subsequent bilateral 
conventions have been built. Subsequent 
League drafts, such as the draft convention 
of 1943, which was submitted at the Second 
Regional Tax Conference in Mexico, were 
concerned more with the respective taxing 
rights of the countries of source and fiscal 
domicile than with fundamental concepts. 
Although it is well to attempt to establish 
the definitive rights of the countries of source 
and domicile, as a practical matter such prin- 
ciples generally must yield to the demands 
of necessity and the fiscal requirements of 
the respective countries when treaty nego- 
tiations are in progress. 


Existing Treaty Provisions 


The limitations of space and time do not 
permit a detailed analysis and comparison of 
all the bilateral tax conventions in force to- 
day; accordingly, any discussion of existing 
treaty provisions must be couched in general 
terms. By and large, however, with some 
important exceptions, the existing conven- 


tions follow much the same pattern and differ . 


primarily in detail and scope. Such differ- 
ences as do exist may be attributed either to 
the varying fiscal systems of the treaty states 
or to the reluctance of one or both of such 
states to relinquish any portion of what may 
be called its tax sovereignty. 


Nearly all of the existing bilateral tax 
conventions adopt the permanent-establish- 
ment concept for the taxation of business 
income or industrial or commercial profits. 
That is, they contain provisions to the effect 
that an enterprise of one contracting state 
shall not be subject to taxation upon its in- 
dustrial and commercial profits by the other 
contracting state except in respect to such 
profits allocable to a permanent establish- 
ment in the latter state. So far as can be as- 
certained, the only treaty which does not 
adopt this principle is the convention of April 
14, 1926, between Great Britain and the 
Irish Free State,“ which provides for the 
taxation of income only at the resident of the 
recipient. 

The various treaties vary somewhat in 
their definition of the term “permanent estab- 
lishment.” Thus, in the convention between 


* League of Nations, op. cit., foootnote 8, 
Vol. I, p. 56. 

4 Protocol Article 3 (f). 

* Article II (1). 

6 Similar provisions will be found in the con- 
ventions between the United States and Canada, 
Denmark and the Netherlands. 

“The treaty of March 21, 1935, between 
Sweden and the Netherlands, however, provides 
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the United States and Canada“ the term is 
defined as including branches, mines and oil 
wells, farms, timber lands, plantations, fac- 
tories, workshops, warehouses, offices, agencies 
and other fixed places of business, but ex- 
cluding subsidiary corporations and inde- 
pendent agents. On the other hand, the 
United States-United Kingdom Treaty® 
affirmatively defines the term as including 
a branch, management, factory or other fixed 
place of business, and excluding independent 
agencies and subsidiary corporations. 


The United States-United Kingdom con- 
vention further provides that the fact that 
an enterprise of one of the contracting states 
maintains in the territory of the other 
contracting state a fixed place of business ex- 
clusively for the purchase of goods or mer- 
chandise shall not of itself constitute such 
fixed place of business a permanent estab- 
lishment of the enterprise.“ No comparable 
provision is found in the majority of the 
earlier conventions. 


Allocation of Business Income 


It has been previously mentioned herein 
that the several existing conventions yary 
considerably as to their provisions for’ the 
allocation of industrial and commercial prof- 
its (business income). Some expressly pro- 
vide for an apportionment on the basis of 
separate accounting and stipulate that each 
establishment is to be treated as an inde- 
pendent unit, while others—regrettably, far 
too numerous—merly leave the question of 
apportionment to rules laid down by agree- 
ment between the so-called “competent 
authorities” of the contracting states. 

One significant difference exists between 
the European conventions (i. e., treaties be- 
tween European nations) and those to which 
the United States is a party. As a general 
propostion, in the European treaties which 
provide that an enterprise of one contracting 
state is to be taxed in the other state upon 
the industrial and commercial profits alloca- 
ble to a permanent establishment in such 
latter state, the profits so taxed will not be 
subjected to tax again in the country of 
domicile of the enterprise.” Unfortunately, 
this is not true in those conventions to which 
the United States is a party. In such treaties, 
while it is provided, for example, that an 


that the profits of the foreign permanent estab- 
lishment may be included in the entire net in- 
come of the entire enterprise for the purpose of 
determining the rate of tax on the income 
allocable to the country of domicile. League of 
Nations, op. cit., footnote 8, Vol. VI, p. 23, 
Protocol Article X. 





enterprise of the United States shall not be 
subject to tax upon its industrial and com- 
mercial profits by the other contracting state 
except in respect to such profits allocable 
to a permanent establishment in the latter 
state, the United States retains the right to 
tax the enterprise upon its entire income, in- 
cluding the income attributable to the foreign 
permanent establishment which is subject 
to tax in the foreign state. 


This result obtains even though the treaty 
contains a stipulation such as that found in 
the convention between the United States 
and Sweden “ to the effect that “the income 
taxes in the latter State shall be exempt 
from taxation in the former State.” This 
is accomplished through the United States’ 
retention of the right to tax its citizens 
and residents in the same manner as would 
obtain in the absence of treaty. The pro- 
vision of the United States-Swedish treaty 
in this regard is typical:® 


“Notwithstanding any other provision of 
this Convention, the United States of Amer- 
ica in determining the income and excess 
profits taxes, including all surtaxes, of its 
citizens or residents, may include in the 
basis upon which such taxes are imposed 
all items of income taxable under the rev- 
enue laws of the United States of America 
as though this convention had not come 
into effect.” 


Foreign Tax Credit 


The theory adopted by the United States 
in this instance is that double taxation is 
prevented by the fact that it grants its resi- 
dents a credit against the United States tax 
for the income taxes which are paid to the 
foreign country.” The foreign tax credit, 
however, in many instances does not afford 
adequate relief; and double taxation can, 
and often does, result, particularly where 
the foreign tax rate exceeds the United 
States effective rate™ or where the foreign 
operations are carried on through a subsidiary 
corporation. The effect of such a provision 
is, therefore, to place United States enter- 
prises operating in foreign countries at a 
competitive disadvantage with native enter- 
prises of such countries. 

Another provision pertaining to the taxa- 
tion of business income which is found in 
a number of the recent treaties is the stipu- 
lation that in determining the tax in one of 


48 Article IT. 

49 Article XIV(a). 

5° Code Section 131. 

5tIn this regard, note the application of the 
foreign tax credit limitations contained in Code 
Section 131 (b). 


the contracting states no account shall be 
taken of the mere purchase of merchandise 
effected therein by an enterprise of the other 
state.” Under the tax laws of the United 
States, this result obtains even in the absence 
of treaty provision. 


Investment Income 


The question of the proper treatment to 
be accorded investment income, principally 
in respect to dividends and interest, has 
proved one of the most troublesome yet en- 
countered in the negotiation of bilateral tax 
conventions. Creditor nations, i. e., those 
supplying capital to foreign countries or en- 
terprises, consistently have maintained that 
they should be given the exclusive right to 
tax the income from such investments. On 
the other hand, the debtor nations have been 
equally adamant in insisting that the taxing 
power over such income be vested in them. 
In general, the argument of the creditor 
nations has been two fold: (1) that a tax 
imposed at the source impedes the free move- 
ment of capital; and (2) that taxation of 
such income on the basis of residence least 
restricts their power to tax income derived 
from foreign investments. The debtor na- 
tions, on the other hand, have argued in 
favor of taxation of investment income at 
the source, by reasoning that the income is 
earned within their jurisdiction and the for- 
eign investor has been afforded the protec- 
tion of their laws, and hence that they should 
be afforded the taxing right. 


From an equitable standpoint, it would 
seem that the debtor nations, being the ones 
in need of capital, should be willing to make 
some concessions to obtain the needed funds. 
Burdensome taxes at the source will either 
discourage the inflow of foreign capital or 
result in a demand for higher interest and 
dividend yields to offset such taxes on the 
part of foreign investors. 

While it may not be said that either the 
residence or the source principle has re- 
ceived sole recognition, a number of treaties 
at least pay lip service, though little more, 
to the principle of taxation of investment 
income by the country of residence. An out- 
standing exception, however, is found in the 
Great Britain-Irish Free State convention 
of April 14, 1926, which provides that any 
income, including dividends and interest, de- 
rived by a resident of one country from 


52 Such a provision is contained in all existing 


bilateral tax conventions to which the United 
States is a party. 
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sources within another is to be taxed only 
in the country of residence. Some treaties— 
far too many, in fact—omit any reference 
whatsoever to the manner in which divi- 
dends and interest shall be taxed.™ 


Withholding at Source 


In a considerable number of treaties, both 
European treaties and those to which the 
United States is a party, it is provided that 
dividends or interest or both shall be tax- 
able only in the state in which the recipient 
is domicile, but that if either state has a sys- 
tem of collection of tax by withholding at 
the source, it may continue to apply that 
system. Such a provision amounts to grant- 
ing a concession with one hand and with- 
drawing it with the other. Thus, in the 
United States-Swedish convention ™ it is pro- 
vided, in substance, that interest and dividends 
shall be taxable only in the contracting State 
in which the recipient or shareholder is a 
resident, but that “each contracting State 
reserves the right to collect and retain (sub- 
ject to applicable provisions of its revenue 
laws) the taxes which, under its revenue 
laws, are deductible at the source.” ® 


Similar provisions are contained in a num- 
ber of European treaties. For example, in 
the treaty between France and Sweden of 
December 24, 1936, the stipulation that in- 
terest and dividends shall be taxable in the 
country wherein the recipient is domiciled 
is again qualified by the fact that each coun- 
try is allowed to continue to apply its system 
of withholding tax at the source. 

Although in the majority of treaties to 
which the United States is a party the right 
to continue to apply existing systems of 
source taxation of investment income is ex- 
pressly retained, this generally is qualified 
to some extent by limiting the rate of with- 
holding tax which may be applied to a maxi- 
mum rate of ten per cent or fifteen per cent.” 


Enlightened Approach 


Insofar as interest is concerned, by far the 
most enlightened approach to date is evi- 
denced by the conventions between the United 
States and Denmark, the Netherlands and 
the United Kingdom. Generally, these treaties 
provide that interest shall be taxed only in 
the country of residence of the recipient. 


Dividends are accorded separate treatment. 
In the case of the Danish treaty dividends 
are stated to be taxable only at the residence 
of the recipient, but each nation reserves 
the right to apply its system of withholding 
at the source with the withholding rate 
limited to fifteen per cent. The Netherlands 
convention provides that dividends derived 
from Netherlands sources by a United States 
resident not engaged in business in the Nether- 
lands through a permanent establishment shall 
be exempt from the Netherlands tax, while 
the United States tax on dividends derived 
from United States sources by a Netherlands 
resident shall not be taxed by the United States 
at a rate in excess of fifteen per cent. Sub- 
stantially the same treatment is accorded 
dividends in the United States-United King- 
dom treaty. 


In the main, the existing tax conventions 
do little to encourage the free flow of capital 
between nations. The situation probably will 
remain unchanged so long as debtor nations 
continue to insist upon the right to tax the 
income from foreign capital. The outstand- 
ing exceptions to this are, as have been noted, 
the recent conventions between the United 
States and the United Kingdom, the Nether- 
lands and Denmark. The provisions in re- 
gard to interest in these conventions are 
highly effective in removing existing inter- 
national tax barriers. Also, while the provi- 
sions concerning the taxation of dividends 
could be modified somewhat, especially in 
regard to the taxation of dividends from 
United States sources, they mark a definite 
step in the proper direction. 


Royalties, etc. 


In order to encourage the importation of 
foreign “know-how” and to furnish an in- 
centive for the interchange of technical proc- 
esses or developments between nations, a 
number of treaties provide for the manner 
in which royalties from patents, copyrights, 
trade-marks, etc., may be taxed as between 
the countries of source and residence. An 
interchange of technical knowledge can be 
encouraged, it is apparent, only by adopting 
the theory that royalty income shall be tax- 
able only at the residence of the recipient, to 
the exclusion of the country of source; and 
it is this principle which is generally applied 


in those conventions dealing with the subject. 


53 See, e.g., United States-Canada convention 
and pending conventions between the United 
States and the Union of South Africa and New 
Zealand, Sen. Exec. O and J, 80th Congress, 
2d Session. 

54 Articles VII and VIII. 
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53 In the case of dividends, however, the with- 
holding rate of both countries is limited to 
ten per cent. Article VII. 

56 League of Nations, F/Fiscal/Convention/10, 
June 22, 1937. 

37 Supra, footnote 55. 
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In many European conventions, particularly 
those of earlier date, no specific provision 
regarding the taxation of royalties will be 
found. The absence of such provisions in 
the early European conventions, it has been 
suggested, is probably due to the fact that 
most of those countries have not extended 
to royalties the system of collection of tax 
at the source which they apply to dividends 
and interest.™ 


In several treaties to which the United 
States is a party the question of the taxation 
of royalties is specifically covered. For ex- 
ample, the convention between the United 
States and Sweden provided as follows :® 


“Other royalties and amounts derived 
from within one of the contracting States by 
a resident or by a corporation or other entity 
of the other contracting State as considera- 
tion for the right to use copyrights, patents, 
secret processes and formulas, trademarks 
and other analogous rights shall be exempt 
from taxation in the former state.” 


Similar provisions are contained in the 
treaties between the United States and the 
United Kingdom, France, Denmark and 
the Netherlands, although in these treaties the 
exemption from tax at the source is appli- 
cable only if the recipient of the royalties 
is not engaged in business, or does not main- 
tain a permanent establishment, in the coun- 
try from which the royalties are derived. 


Natural Resource Royalties 


As a general rule, the existing tax con- 
ventions distinguish between mineral royalties 
and those from real property or natural re- 
sources and royalties from patents, trade- 
marks, copyrights, etc. Some conventions 
provide that royalties from minerals and 
natural resources are to be taxed only in the 
state where the property or resources are 
located.” In the United States-Netherlands 
treaty no exemption from taxation of such 
royalties at the source is granted; however, 
it is provided that a residence of one con- 
tracting state deriving such royalties from 
a source with in the other state may elect 
to be taxed on the royalties in the latter state 
on a “net basis.” That is, in the event of 
the exercise of the election, the taxpayer will 


58 Carroll, op. cit., footnote 10, p. 10. 

5° Article VI. 

© United States-Sweden convention, Article 
VI; United States-France convention, Article 7; 
United States-Denmark convention, Article IX. 

1 The election as to a net basis of taxation in 
respect to mineral, etc., royalties is also con- 
tained in the pending treaty between the United 
States and New Zealand, Article VII. 





be allowed allocable deductions and credits 
against the gross royalties." The treaty be- 
tween the United States and the United 
Kingdom exempts from a British taxation 
such royalties received by a United States 
resident from British sources; but as to the 
taxation by the United States of such roy- 
alties received from United States sources 
by a resident of the United Kingdom, the 
United Kingdom resident is given the elec- 
tion of being taxed in the United States 
either at a maximum rate of fifteen per cent 
or upon a “net basis.” 


Both from an equitable and from a prac- 
tical standpoint, it would seem desirable for 
bilateral tax conventions to provide that na- 
tural resources royalties shall be subject to 
tax only in the country where the resources 
are located, and then only upon a net basis. 
The net basis method of taxing these royal- 
ties seems justified in view of the fact that in 
many instances they contain only a small 
element of true income by reason of the 
allowances which should be applied against 
such items as depreciation, depletion and 
other charges incident to the recovery of the 
property from which the income is obtained. 
Clearly, in this instance, the right of the 
country of source to tax such income is jus- 
tified, inasmuch as such income is derived 
from the depletion of that country’s resources. 


Compensation for Personal Services 


The method of taxing compensation from 
personal services is also covered in many 
of the recent bilateral tax conventions. In 
general, the conventions follow the theory 
that such compensation is taxable in the 
state where the services are rendered. The 
United States, however, has succeeded in 
having a limited exception to this basic 
principle written into several of the treaties 
to which it is a party. In such conventions 
generally provide that an individual resident 
of one of the contracting states shall be ex- 
empt from tax in the other contracting state 
on compensation for personal services per- 
formed within the latter state if he is present 
within the latter state for less than 183 days® 
in the taxable year and the services are per- 
formed by or on behalf of a resident, corpo- 
ration or other entity of the former state.® 








6 In the United States treaties with Sweden 
and Denmark this period is stated to be 180 
days. 

6& The United States treaties with the United 
Kingdom, Netherlands, Sweden and Canada and 
the proposed treaty with New Zealand contain 
such a provision. In the United States-Canadian 
treaty, however, the compensation receivable by 
the nonresident is limited to $5,000. 
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In addition to the foregoing, several United 
States conventions provide that compensa- 
tion for services rendered by a nonresident 
will be exempt from tax in the state of 
rendition, irrespective of for whom the serv- 
ices are rendered, if the individual perform- 
ing the services is present in such state for 
a period not exceeding ninty days in the 
taxable year and the compensation does not 
exceed $3,000 in the aggregate.” 


The treatment of personal service income 
is expanded somewhat in the treaty between 
the United States and France by a provision 
that the income derived from the exercise of 
a “liberal profession” shall be taxed only 
in the state in which the professional activity 
is exercised, it being stated that a liberal 
profession is exercised in one of the con- 
tracting states only when the professional 
activity has a “fixed center” in that country.* 
The effect of this provision is to allow 
American doctors, attorneys and other pro- 
fessional men to render temporary services 
in France, or vice versa, without incurring 
a liability for tax on their earnings in the 
country of nonresidence. It is regrettable 


that a comparable provision is not found in . 


other treaties. In the majority of conven- 
tions, other than the one between the United 
States and France, income from professional 
activities is classified with, and subject to 
the more limited principles applicable to, 
compensation from ordinary personal services. 


Earnings of Ships and Aircraft 


The principle of taxation by the state of 
residence is almost universally adhered to in 
existing conventions, both European treaties 
and those to which the United States is a 
party, in the case of earnings derived from 
the operation of aircraft and ships. The ma- 
jority of conventions provide in this regard 
that the income which an enterprise of one 
of the contracting states derives from the 
operation of ships or aircraft registered in 
that state shall be taxed only in the state of 
registry.” This rule is dictated not only by 
the desire to further intercourse between 
nations but also by the practical difficulty, 
if not impossibility, of allocating properly 
between nations the earnings of ships and 
aircraft engaged in international commerce. 


* United States-Sweden, United States-Den- 
mark and United States-Canada conventions. In 
the Canadian treaty the compensation limitation 
in this regard is $1,500. 

® Article 10. 

*E.g., United States-United Kingdom con- 
vention, Art. V; United States-Netherlands con- 
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Pensions and Life Annuities 


Another major class of income which is 
accorded specific treatment in many conven- 
tions is that of pensions and life annuities. 
Existing conventions, particularly those to 
which the United States is a party, generally 
provide that pensions and life annuities de- 
rived from within one of the treaty states 
by a resident of the other treaty state shall 
be taxed only in the state of residence of the 
recipient.” 


Income from Real Property 


Briefly, it may be said that those conven- 
tions which deal with the subject provide 
that the situs principle governs the taxation 
of income from real property. In other 
words, such income is stated to be taxable 
only in the country wherein the property 
is situated. Thus, in the recent convention 
between the United States and the Nether- 
lands“ it is provided that “income of what- 
ever nature derived from real property and 
interest from mortgages secured by real 
property shall be taxable only in the con- 
tracting State in which the real property is 
situated.” 


Miscellaneous Income Items 


The various classifications of income here- 
inbefore discussed—i.e., business income, 
dividends, interest, personal service income, 
royalties, annuities, etc.—are the principal 
types of income specifically dealt with in ex- 
isting conventions and, by reason of their 
importance, should be afforded first consid- 
eration in the negotiation of future treaties. 
Various other types of income, however, 
have received treaty recognition in the past 
and should be considered in the future where 
the respective fiscal systems of the countries 
warrant the establishment of principles in 
regard thereto. For example, several exist- 
ing treaties lay down rules for the taxation 
of capital gains; of income of charitable, 
educational or religious organizations; of 
remittances of nonresident students or busi- 
ness apprentices; and of compensation of 
foreign visiting professors. Although exist- 
ing treaty provisions in regard to the taxa- 


vention, Article VI; United States-Canada 
convention, Article V. 

8 Of all the tax conventions, existing and 
pending, to which the United States is a party, 
only the pending convention with New Zealand 
omits such a provision. 

® Article V. 


21 





tion of such items of income are desirable, 
they are not, in the main, as important as 
the ones previously discussed, and accord- 
ingly merit only brief mention here. 


Administrative Assistance 
and Fiscal Cooperation 


A large number of tax conventions con- 
tain provisions for the exchange of tax in- 
formation between the respective countries 
parties thereto and for reciprocal collection 
assistance.” Since this article is concerned 
primarily with the substantive approach to 
the problem of international double taxation, 
the authors intentionally refrain from dis- 
cussing the controversial procedural aspects 
of the problem.” In any event, it is felt 
that the task of removing Western Hemis- 
spheric and other tax barriers should receive 
primary consideration at the present time, 
and that the incidental question of inter- 
change of fiscal information and collection 


assistance merits at present only secondary 
attention.” 


In order to facilitate the reader’s under- 
standing of the scope of the several income 
tax treaties now in existence between the 
United States and other nations, there fol- 
lows, as an appendix to this article, an analy- 
sis of the presently existing and pending 
income tax treaties to which the United States 
is a party. Only those treaties which are in 
effect or are awaiting exchange of ratifica- 
tions before becoming effective have been 
included. 


Resolution 


Although, as pointed out earlier, little ac- 
tual progress has been made in the Western 
Hemisphere toward alleviating double taxa- 
tion of income, this problem has been the 
subject of active study both by officials of 
the Bureau of Internal Revenue and by in- 
ternational tax attorneys. In May, 1949, at 
the Sixth Conference of the Inter-American 
Bar Association, held in Detroit, Michigan, 
this question was given major consideration 
by that association’s Taxation Committee, 
composed of representatives of the majority 
of nations in the Western Hemisphere. Re- 
ports pertaining to various aspects of the 


® E.g., United States-United Kingdom treaty, 
Article XX; United States-Canada treaty, Ar- 
ticle XXI; United States-Sweden treaty, Article 
XVIII. 

7 An excellent and complete discussion of this 
phase of the problem will be found in King, 
op. cit., footnote 19. 
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subject and representing the culmination of 
two years’ research and study were presented 
for discussion and approval. As a result, the 
entire association, under date of May 31, 1949, 
unanimously adopted the following resolu- 
tion regarding the methods by which double 
taxation of income in the Western Hemis- 
phere should be alleviated: 


“WHEREAS, it is deemed necessary and 
desirable to encourage and further commerce 
between the nations of the Western Hemis- 
phere and to promote the free flow of in- 


vestment capital as between such nations; 
and 


“WHEREAS, such commerce and free 
flow of investment capital are at present bur- 
dened and obstructed by tax barriers and the 
double taxation which now exists between 
nations of the Western Hemisphere; and 


“WHEREAS, while recognizing and ap- 
preciating the valuable work and studies which 
have been and are being conducted in this 
field by the United Nations and various pri- 
vate international and national organizations, 
as well as the past efforts in this regard of 
the Inter-American Bar Association, it ap- 
pears that additional and more concerted 
efforts to relieve the aforesaid situation are 
necessary: 


“NOW THEREFORE, be it 
“RESOLVED: To Recommend: 


“(1) That immediate action be taken by 
the proper fiscal authorities of the Govern- 
ments of the various nations of the Western 
Hemisphere leading to the adoption of bilat- 
eral tax treaties, or unilateral legislation, for 
the relief of international double taxation. 


“(2) That the following general principles 
for the relief of double taxation be brought 
into effect either by being incorporated in 
bilateral tax treaties or in national legisla- 
tion, whether or not conditioned upon 
reciprocity: 


“(a) A commercial, industrial, service or 
agricultural enterprise of one nation shall 
not be taxed by the other nation upon its 
profits except in respect of such profits which 
are fairly attributable to a permanent estab- 
lishment located within such latter nation. 


71 The controversial aspects of this particular 
problem are exemplified by the recent Congres- 
sional discussions of the administrative assist- 
ance provisions of the proposed supplementary 
treaty between the United States and France. 
See Sen. Exec. Rep. No. 7, 80th Congress, 2d 
Session. 
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“(b) A ‘permanent establishment’ should 
be defined as meaning a branch, factory, 
mine, oil well, plantation, workshop, ware- 
house, installation, or other fixed place of 
business. 


“(c) A ‘permanent establishment’ should 
not include an agent, unless the agent has, 
and habitually exercises, a general authority 
to negotiate and conclude contracts on be- 
half of such enterprise or has control over 
a stock of merchandise from which the agent 
regularly fills orders on behalf of such en- 
terprise. An enterprise of one nation should 
not be deemed to have a permanent estab- 
lishment in the other nation merely because 
it carries on business dealings in such other 
nation through a bona fide independent bro- 
ker or commission agent acting in the ordi- 
nary course of the agent’s business as such. 


“(d) The income or profits of a perma- 
nent establishment should be determined 
upon the basis of separate accounts and 
there should be attributed to such per- 
manent establishment the net industrial and 
commercial profit which it might be ex- 
pected to derive if it were an independent 


enterprise engaged in the same or similar . 


activities under the same or similar condi- 
tions. 


“(e) For the purpose of avoiding the double 
taxation of enterprises which have their head 
office in one nation and a permanent estab- 
lishment in another, it should be provided 
that the country of the head office will: 


“(A) Exempt the income of the permanent 
establishment which is taxable in the coun- 


try in which the permanent establishment 
is situated, or 


“(B) Grant against its tax a credit for 
taxes payable by the establishment, including 

“(i) income taxes of any kind, whether 
imposed on net or gross income; 

“(ii) taxes in lieu of income taxes, whether 
or not an income tax is generally imposed; 

“(iii) taxes on any basis which are actu- 
ally payable out of income; 

“(iv) taxes on the remittance of income 
or foreign exchange granted for transfers 
from the country to residents abroad; 


“(v) taxes corresponding to the amounts 
of income exempted from tax or allowed 


(Continued on page 32) 


NOTES CONCERNING CHARTS SHOWN ON THE 
FOLLOWING PAGES 


Franco-American Treaty 


The treatment of dividends and interest 
under the Franco-American treaty, as amended 
by the convention of October 18, 1946 (now 
awaiting exchange of ratifications), varies 
somewhat from the treatment accorded these 
items in the other treaties referred to herein. 
Under the French treaty both the United 
States and France continue to apply their 
withholding taxes which in each instance 
are applied at the rate of 30%. France 
grants a reduction of 25 in its rate of 30% 
payable by residents of France on dividends 
and interest derived from United States 
sources. The United States allows credit 
for the French tax against the United States 
tax payable by the recipient subject to Sec- 
tion 131, I. ®: C. 


Schedule Is Guide Only 


The following schedule is intended solely 
as a general guide to the contents of the 
various treaties and should in no event be 
used as a substitute for examination of the 
actual treaty provisions. In order to adopt 
the subject matter to schedular forms, some 
license necessarily has been taken in the 
wording of the treaty provisions as they 


International Double Taxation 


appear on this schedule. Furthermore, in 
some instances, because of peculiarities in 
the tax laws of the foreign treaty state, a 
particular treaty will contain special provi- 
sions unique to that treaty. No attempt has 
been made herein to cover these special sit- 
uations, the majority of which are found in 
the Franco-American treaty. Examples of 
these special provisions will be found in 
Articles 15-17, inclusive, of the Franco- 
American treaty and Article XX of the United 
States-Netherland treaty. 


The treaties with New Zealand, Union of 
South Africa, Belgium and Norway have 
not as yet been ratified, and hence are not 
in effect as of this writing. Miscellaneous 
other treaties are now being negotiated by 
the United States or are pending signature, 
but were not available in sufficiently detailed 
form at the time of the preparation of this 
schedule to be incorporated herein. Coun- 
tries with which the United States is nego- 
tiating or has negotiated treaties include 
Brazil (in preparation), Colombia (in prep- 
aration), Cuba (in preparation), Ireland (in 
preparation), Italy (in preparation), Lux- 
embourg (in preparation), Mexico (in prep- 
aration), and the Philippines (in preparation). 
Copies of these treaties, when released, may 
be obtained from the Department of State 
of the United States. 
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ANALYSIS OF EXISTING AND PENDING UNITED STATES 


Treaty Provision 


1. Mutual exemption of in- 
dustrial and commercial profits 
except those derived from 
“permanent establishment” in 
country of nonresidence. 


2. Mere purchase of mer- 
chandise in one state by enter- 
prise of other state disregarded 
in determining tax imposed by 
state of purchase. 


3. Mutual provision for ad- 
justment (similar to Section 45 
of improper diversion of profits 
from permanent establishment 
or enterprise in state of non- 
residence to enterprise in state 
of residence. 


4. Mutual exemption of in- 
come from ship and aircraft 
operations by enterprise of one 
country from taxation by other 
country. 


5. Wages and salaries paid 
by the government of one of 
the contracting states to citi- 
zens of such state residing in 
the other state, exempt from 
taxation in latter state. 


6. Pensions and life an- 
nuities derived from within 
one of the treaty states and 
paid to individuals residing in 
the other treaty state, exempt 
from taxation in former state. 


7. Exemption of compen- 
sation for personal services in 
United States by resident of 
treaty country if compensation 
not in excess of $5,000, in- 
dividual in United States not 
more than 183 days of year, 
and services performed for 
treaty country employer or 
contractor. Provision applies 
mutatis mutandis. 


8. Individual resident of one 
of the contracting states ex- 
empted from tax by other con- 
tracting state on compensation 
for personal services performed 
within such latter state if (a) 
he is present in latter state 
less than taxable year and (b) 
such services are performed 
by or on behalf of a resident, 
corporation or other entity of 
former state. 
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Canada France Sweden 


¥i Yes 


es 
Arts. HIT & IV Art. ITI 


Yes 
Art. VII 


Yes 
Art. 9 as 
amended by 
Supplementary 
See 7 Protocol See 9 
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United 
Kingdom 


Yes 
Art. III 


Yes 
Art. III(4) 


Yes 
Arts. IIT & IV 


Yes 
Art. XII 


Yes 
Art. XI 
$5,000 limit 
inapplicable 


See 7 
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Denmark 


Yes 
Art. III 


Yes 
Art. III(2) 


Yes 
Arts. HI &IV 
Yes 


Art. V 


Yes 
Art. X 


Yes 
Art. X (2) 


See 9 


See 9 


Netherlands 


Yes 
Art. ITI 


Yes 
Art. III(3) 


Yes 
Art. IV 


Yes 
Art. VI 


Yes 
Art. XV 


Yes 
Art. XV(2) 


Yes 
Art. XVI 
$5,000 limit 
inapplicable 


See 7 
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New 
Zealand 


Yes 
Art. III 


Yes 
Art. ITI(4) 


Yes 
Arts. ITI & IV 


Yes 
Art. V 


Art. X 


None 


Yes 
Art. IX 
$5,000 limit 
inapplicable 





INCOME TAX TREATIES AS OF SEPTEMBER 1, 1949 


Union of 
South Africa 


Yes 
Art. V 


Yes 
Art. V(2) 


Yes 
Arts. VI 
& VII 


No—but see 
Code Sections 
212 & 231 


Yes 
Art. VIII 


Yes 
Art. VIII 


None 








Belgium | Norway 


Yes Yes 
Art. III(1) Art. III 


Yes 
Art. III (2) 


Yes 
Art. V 


Yes 
Art. VII(1) 


Yes 
Art. X(1) 


Yes 


Art. X(2) 


Yes 
Art. XI 


Yes 
Art. ITI (2) 


Yes 
Art. IV 


Yes 
Art. V(1) 


Yes 
Art. XI(1) 


Yes 
Art. X1(2) 


Yes 
Art. X 
$5,000 limit 
inapplicable 


Treaty Provision 


9. Resident of one of the 
contracting states exempted 
from tax by other contracting 
state on compensation for per- 
sonal services performed within 
such latter state if he is present 
in such latter state for less 
than 180 days in taxable year 
and services are performed as 
employee of or under contract 
with a resident or corporation 
or other entity of former state. 
Compensation for services also 
exempt from tax in state where 
services performed if individual 
is present in such state for 
period not exceeding 90 days 
in year and compensation not 
in excess of $3,000. 


10. Exclusion of actors, 
artists, musicians and profes- 
sional athletes from exemption 
(Nos. 7, 8 and 9, supra) from 
tax on compensation for per- 
sonal services. 


11. Reciprocal capital gains 
exemption. 


12. Income from real prop- 
erty taxable only in state in 
which realty is situated. 


13. Exemption from tax of 
remittances of foreign students 
or business apprentices. 


14. Restricted exemption 
from tax of compensation of 
foreign teachers or professors. 


15. Income from _ profes- 
sional activity taxable only in 
state where activity carried on. 

16. Income derived from one 
state by a religious, scientific, 
literary, educational or chari- 
table organization of the other 
state exempt from tax in state 
from which income derived 
if within meaning of laws of 
both states the organization 
would have been exempt from 
income tax. 


17. Royalties derived from 
copyrights, trademarks, pat- 
ents, designs, secret processes, 
formulae, etc., taxable only by 
state of residence of recipient 
so long as recipient not en- 
gaged in business in state from 
which royalties derived. 


18. Royalties from real prop- 
erty or in respect of operation 
of mines, quarries or other 
natural resources taxable only 
in state in which such prop- 
erty or resources located. 
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Canada 


See 7 
Yes 
Art. VII(b) 


Yes 
Art. VII(2) 


Yes 
Art. VIII 
None 
Yes 
Art. IX 


None 


None 


None 


France 


No 


Yes 
Art. 11 


Yes 
Arts. 2 &7 


Yes 
Art. 12 
None 


Yes 
Art. 10 


Yes 
Art.7 


United 


Sweden Kingdom 


Yes 
Art. XI 


Yes 
Art. XI(d) No 


Fes. Yes 
Art. IX Art. XIV 


Yes No—But 
Art. V cf. Art. IX 


Yes 
Art. XII 


Yes 
Art. XIX 


Yes 
None Art. XVIII 


Yes 


Art, XI See 7 


Yes Yes 
Art. VI Art. VIII 


Exempt from 

U. K. .ax only 

Yes —Art. IX (2) 
Art. VI —See 19 
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Denmark 


No 
Yes 
Art. XII 
Yes 
Art. 1X 
Yes 
Art. Ziti 
Yes 
Art. XIV 


Yes 
Art. XI 


Yes 
Art. VIII 


Yes 
Art. IX 
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Netherlands 


No 


Yes 
Art. XI 


Yes 
Art. V 


Yes 
Art. XVIII 


Yes 
Art. XVII 


See 7 


No—But 
cf. Art. X 


New Zealand 


Yes 
Art. IX (4) 
None 


No—But 
cf. Art. VII 
Yes 
Art. XV 


Yes 
Art. XIV 


See 7 


_ No—But 
cf. Art. VII 
—See 19 


No—But 
cf. Art. VII 
—See 19 


Union of 


South Africa Belgium 


Yes 
Arts. 
XI(1)(a) & 
XI1(2) (a) 


None 


None 


Yes 
Art. VI 


Yes 
Art. XIV 


Yes 
Art. XIII 


No—But see 
Art. XII(3) 


Yes 
Art. IX (2) 


Yes 
Art. IX (1) 


See 
Art. X(1)(b) 


No 
Only as to 


real property 
—Art. IX 


Yes 
Art. VIII(1) 


Yes 
Art. XIII 


Yes 
Art. XII 


No—But see 
Art. X 


Yes 
Art. VII 


Yes 
Art. VIII(1) 
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Treaty Provision 


19. Resident of one state 
receiving mineral, etc., royalties 
from other state may elect to 
be taxed in such latter state 
on a net basis. (Under United 
Kingdom treaty United States 
tax rate on such _ royalties 
limited to fifteen per cent.) 


20. Corporation of foreign 
contracting state exempt from 
United States Section 102 sur- 
tax if stated percentage of 
entire voting power of cor- 
poration controlled, directly or 
indirectly, by residents of such 
foreign state. 


21. Dividends derived from 
sources within the foreign con- 
tracting state by a resident or 
corporation of the United States 
not engaged in trade or busi- 
ness in such foreign state 
through a permanent estab- 
lishment exempt from tax in 
such foreign state. 


22. Dividends taxable only 
in contracting state in which 
the shareholder is resident or, 
if a corporation, is organized. 


23. Irrespective of Nos. 21 
and 22, supra, right reserved 
to withhold tax on dividends 
at source at specified limited 
maximum rate. 


24. United States withhold- 
ing tax rate reduced to five 
per cent in case of dividends 
paid by American subsidiary 
to treaty state parent company 
under certain specified condi- 
tions. 


25. Interest taxable only in 
contracting state in which re- 
cipient of such interest is a 
resident or is organized. 


26. Irrespective of No. 25, 
supra, right retained to impose 
withholding tax at source on 
interest. 


27. Express reservation by 
United States of right to tax 
its citizens or residents, irre- 
spective of treaty provisions, 
upon all items of income tax- 
able under the revenue laws 
of the United States. 


28. Treaty state’s tax al- 
lowed as a credit against United 
States tax subject to provisions 
of Code Section 131. 
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France 


None 


Yes 
Art. XIII 


See Note A 


See 23 See Note A 


Yes 
Art. XI(1) 


15% See Note A 


Yes 
Art. X1(2) 
Reciprocal 


None 


See Note A 


See Note A 


Yes 
Art. XVII 


Yes 
Art. 14 


Yes 
Art. XV 


Yes 
Art. 14 


Sweden 


See 22 


Yes 
Art. VII(1) 


Yes 
a I(1) 


(4) 


None—Cf.23 


Yes 
Art. VIII 


Yes 
Art. XITI 


Yes 
Art. XIV 


Yes 
Art. XIV 


United 
Kingdom 


royalties only 
—Art. IX(1) 
—See 18 


Yes—50% 
Ast. AVI 


Yes 
Art. VI(2) 


See 21 & 23 


U. S. only— 
15% 
Art. VI(1) 


Implicit 


Yes 
Art. XIII 
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Denmark 


See 22 


Yes 
Art. VI(1) 


Yes 
Art. VI(2) 
15% 


Yes 
Art. VI(3) 


Yes 
Art. VII 


Yes 
Art. XV 


Yes 
Art. XV 


Netherlands 


Yes 
Art. XIII 


Yes 
Art. VII(2) 


See 21 & 23 


U. S. only— 
15% 
Art. VII(1) 


Yes 
Art. VIII(1) 


Yes 
Art. VIII 


Yes 
Art. XIX 


Ye 


s Yes 
Art. XIX(2) | Art. XIII(2) 
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Union of 


New Zealand | South Africa 


Yes 
Art. VII 


None 


Yes 
Art. VI(1) 


None 


Implicit 


Yes 
Art. IV 


Yes 
Art. IV(1) 


Belgium 


Yes 
Art. IX(1) 


No—But see 
Art. XII(3) 


Yes 
Art. VIII 


No— 
But see 
Art. XII(3) 


Art. XII(1) 
Yes 


Yes 
Art. XII(2) 


Norway 


Yes 
Art. VIII(2) 


Yes 
Art. 
XIV(1)(a) 
Yes 
Art. 
XIV(1)(b) 
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Treaty Provision 


29. United States tax al- 
lowed as a credit against treaty 
state’s tax. 


30. Stipulation that treaty 
state satisfied the “similar 
credit” requirement of Code 
Section 131 (a) (3). 


31. Provision for adjust- 
ment of unpaid pre-1936 United 
States income tax liability of 
treaty state resident by giving 
retroactive application to cer- 
tain provisions of treaty. 


32. Provision relating to ad- 
justment for dividends received 
from United States sources in 
determining foreign tax credit. 


33. Establishment of rules 
for the taxation of property or 
capital. Situs, etc., specified. 


34. Taxpayer given right to 
lodge claim with treaty state 
of which he is resident alleging 
that he has been subjected to 
double taxation; if claim meri- 
torious, representatives of such 
state will confer with officials 
of other treaty state in attempt 
to avoid such double taxation 
under terms of existing treaty. 


35. The citizens or nationals 
of one of the treaty states shall 
not, while resident in the other 
treaty state, be subjected 
therein to other or more bur- 
densome taxes than are the 
citizens of such other treaty 
State residing in its territory. 


36. Provision for termina- 
tion of limitation on maximum 
withholding tax rate specified 
in treaty. 


37. Provision for reciprocal 
administrative and enforcement 
assistance and exchange of in- 
formation. 


38. Provision for elective 
termination of treaty. 


United 
Canada France Kingdom 


Limited—Art. Yes 
Art. XV XIV (b) (1) Art. XIII 


Yes Yes 
Art. XIV None Art. XVII 


Yes Yes 
Art. XIV(2) | Art. X111(2) 


Yes 
Art. XIII None 


Yes Yes 
Art. XVI Art. XX 


Yes 
None None Art. XXI 


Yes Yes Yes 
Art. IX (3) None Art. VII(2) Art. VI(3) 


Yes Yes 
Art. XIX Yes Art. XXI Yes 
et seq. Title II et Seq. Art. XX 


Yes Yes Yes Yes 
Art. XXII Art. XX VII Ast, XAT) Art AAITV 
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Limited 
Art. XV 


None 


Yes 
Art. XV 


None—Cf. 
Art. X VI(2) 


Yes 
Art. XVI 


None 


Yes 
Art. XVII 
et seq. 


Yes 
Art. 
XXIII(3) 


Netherlands 


Yes Yes 
Art. XIX(3) | Art. X111(2) 


None 


Yes 
Art. XIV 


Yes 
Art. XXIV 


Yes 
Art. XXV(3) 


Yes 
Art. VII(3) 


Yes 
Art. XXI 
et seq. 


Yes 
Art. 
XXVITII(2) 


New Zealand 


Yes 


Art. XVIII 


Yes 
Art. VI(2) 


Yes 


Art. XVI 


et seq. 


Yes 
Art. XXII 
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Union of 
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Exclusion of 
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—Art. IV(2) 


Yes 
Art. IV(1) 


None 


None— 
But cf. 
Art. IV(2) 


None 


Yes 
Art. VITI 


None 


Yes 
Art. XIV 
et seq. 


Yes 
Art. 
XVIII(2) 


Art. XII(3) 


" Yes 
Art. XX (3) 


Yes 
Art. VIII(2) 


Yes 
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et seq. 


Yes 
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Art. XIX 


None 
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(Continued from page 23) 


as a deduction under a provision of law 
intended to encourage the investing of profits 
in the development of the activities of the 
permanent establishment. 


“(f) In order to encourage, rather than 
hinder, the free flow of capital it should be 
provided that dividends and interest shall be 
taxable only by the country of residence of 
the recipient. No right should be retained 
by the country of source to impose a system 
of withholding of tax at the source in respect 
of such dividends and interest. 


“(g) Royalties derived from copyrights, 
patents, trademarks and secret processes 
should be taxed only in the country of resi- 
dence of the recipient. 


“(h) Rents from real property or the roy- 
alties from the operation of mines or other 
natural resources should be taxed only in 
the country where the resources are located. 


“(i)” In general, income from personal 
services should be taxed only by the coun- 
try in which the services are rendered. It 
should be provided further, however, that 
an individual rendering services in a foreign 
country who is not present in such foreign 
country for a period in excess of 183 days 
in the taxable year shall not be subject to 
tax therein on the income therefrom regard- 
less of to whom the services are rendered. 
There should be no limitation upon the amount 
of compensation which may be received dur- 
ing such 183 day period. When the individ- 
ual has overstayed the 183 day period so as 
to be subject to tax in such foreign country 
he should be taxed only upon that compen- 
sation received after the expiration of the 
183 day period. Once subject to tax on his 
compensation in the foreign country he should 
be exempted from tax thereon in his home 
country. 


“(j) Earnings of ships and aircraft should 
be taxable only in the country of registry 
of the ship or aircraft.” 





Conclusion 


It is to be hoped that tax treaties con- 
taining provisions similar to those recom- 
mended above will be negotiated and concluded 
with the majority of the Western Hemis- 
phere nations and also with those European 
nations with which the United States does 
not at present have treaties in effect. This 
country, admittedly, by entering into such 
treaties must make some concessions which 
conceivably could result in a slight loss of 
tax revenue. This disadvantage, it would 
seem, would be more than offset by the 
increase in foreign trade and the receipts 
therefrom which would result. Furthermore, 
from the administrative standpoint, the 
United States should reap definite advantages. 


The administrative advantages of tax treaties 
to the United States were vividly illustrated 
by an instance recently reported. According 
to the press reports, in the early 1930’s the 
controlling stockholder of a large Pennsyl- 
vania newspaper had an opportunity to dis- 
pose of her stock at a substantial profit. 
Rather than convey the stock directly to 
the purchaser, she conveyed it to her son, a 
citizen and resident of Canada, who then 
effected the sale to the ultimate purchaser, 
the intent being to avoid the United States 
tax on the gain by having the sale effected 
by a nonresident alien. The son then depos- 
ited the sale proceeds to his mother’s credit, 
presumably in a Canadian bank. The Cana- 
dian revneue authorities, acting pursuant to 
the information-exchange provisions of the 
United States-Canadian income tax treaty, 
subsequently informed our Treasury Depart- 
ment of those phases of the transaction of 
which it had knowledge. As a result, the 
United States was able to collect from the 
mother approximately two million dollars in 
back taxes, interest and fraud penalties. It 
is not unreasonable to assume that in the 
absence of the Canadian treaty the trans- 
action would have escaped detection by our 
fiscal authorities. [The End} 








PENNSYLVANIA TAX COLLECTORS’ BONDS REDUCED IN RATE 


It was recently announced by Insurance Commissioner Malone 
| that, effective January 1, 1950, there would be a reduction of approxi- 
| mately twenty per cent in the rates charged for Tax Collectors’ Bonds 
in the Commonwealth of Pennsylvania. 
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What is Competent Tax Advice? 


THE TAX COURT INTERPRETS THE LAW STRICTLY WHILE 
THE CIRCUIT COURTS’ ANSWER, THE AUTHOR BELIEVES, 


IS MORE REALISTIC 


. By RALPH M. LEWIS 





ECENT court decisions have raised the 

question: What is competent tax ad- 
vice? This question has arisen principally 
in cases involving penalties for failure to file 
returns. In such cases, a twenty-five per 
cent penalty is imposed “unless it is shown 
that such failure is due to reasonable cause 
and not due to willful neglect.”* Failure to 
file is considered due to reasonable cause 
if based on the advice of competent tax 
counsel.” The problem is to determine who 
may be classed as “competent.” In this dis- 
cussion, “tax counsel” is taken to include 
both accountants and attorneys at law.* 


Ignorance is no excuse for failure to com- 
ply with the tax law.‘ On the other hand, 
tax law is so abstruse that even the skilled 
specialist has difficulty in understanding it. 
One highly regarded judge, labeled a tax 
expert by none other than Randolph Paul, 
has frankly admitted: 


“In my own case the words of such an 
act as the Income Tax, for example, merely 
dance before my eyes in a meaningless pro- 
cession: cross-reference to cross-reference, 
exception upon exception—couched in ab- 
stract terms that offer no handle to seize 
hold of—leave in my mind only a confused 
sense of some vitally important, but suc- 
cessfully concealed, purport, which it is my 
duty to extract, but which is within my 
power, if at all, only after the most inordinate 
expenditure of time.” ® 


It is doubtful that a lay taxpayer, without 


sufficiently expert to solve his tax problems. 
Even if he could master the subject once, he 
could not possibly keep abreast of the rapid 
changes in the field of taxation. If he could 
wade through the enormous mass of statutes, 
regulations, rulings, decisions and opinions 
issued each year, he probably would have 
no tax problems at all, for he would have no 
time left to earn any income. It goes with- 
out saying, therefore, that he must rely on 
professional tax advisers. 


However, further to plague the already 
harassed taxpayer, the courts Have ap- 
parently adopted the stand that he should 
be able to show proof of the competency of 
his tax counsel. He must be able to dis- 
tinguish the tax expert from the pseudo tax 
expert, for he will not be heard to assert rea- 
sonable cause unless he can show that he re- 
lied on a tax adviser of reasonable competence. 


In the recent case of Hermax Company, 
Inc. v. Commissioner,’ the taxpayer’s officers 
were unaware that the corporation came 
under the personal holding company ‘* classi- 
fication. They turned over the corporation’s 
tax matters, along with the keeping of its 
books, to X, a public accountant. This in- 
dividual had taken a night course in account- 
ing after his graduation from college. For 
the past ten years, he had held a Treasury 
card, or “green card,” acquired by examina- 
tion, and had practiced public accounting for 
over twenty-five years. After discussion 
with his partner, the “tax man” of his firm, 
X decided that Hermax was not a personal 


accounting or legal training, could become 


1 Code Section 291 (a). 

? Hatfried, Inc. v. Commissioner [47-1 vustc 
f 9294], 162 F. (2d) 628; rev’g on this point 
[CCH Dec. 14,986(M)] 5 TCM 77 (1946). 

?The Tax Court referred to ‘‘accountant or 
other tax counsel’ in Genesee Valley Gas Com- 
pany, Inc. [CCH Dec. 16,539], 11 TC 184 (1948). 

*Tarbox Corporation [CCH Dec. 14,920], 6 
TC 35 (1946). 

5 Judge Learned Hand, quoted by Randolph 
Paul in his preface to Stanley and Kilcullen, 
The Federal Income Taz, p. iii. 

6 [49-2 ustc { 9371] 175 F. (2d) 776; aff’g per 
curiam [CCH Dec. 16,605] 11 TC 442 (1948). 


Competent Tax Advice 


™Many of the cases discussed here involve 
penalties for failure to file personal holding 
companies’ returns. Briefly, personal holding 
companies are corporations which are controlled 
by five or less stockholders, and which derive 
their income principally from dividends, inter- 
est, rents, royalties, annuities, etc. Because 
this provision of the law was designed prin- 
cipally to plug loopholes and to prevent avoid- 
ance by wealthy taxpayers, many accountants 
and attorneys were unaware that it applied to 
all corporations which came within the defini- 
tion, whether or not there was any intent to 
avoid taxes. 
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holding company and did not file the neces- 
sary additional return. 

The Tax Court noted that “while... 
petitioner’s president testified that he relied 
upon [X] in tax matters, he... testified as 
to no reasons, good or otherwise, why he 
relied upon [X],” and also that “no officer 
of petitioner had any reason to believe that 
the accountant was an expert in Federal tax 
law.” It concluded that the officers did not 
exercise ordinary care and prudence; there- 
fore, the failure to file was not due to rea- 
sonable cause. 


Cases like Hermax cause the bewildered 
taxpayer to wonder: On whom may I rely? 
Are all certified public accountants compe- 
tent tax men? Suppose an accountant is not 
certified * but possesses a “green card” indi- 
cating admission to practice before the 
Treasury Department? Are all attorneys 
qualified to give tax advice? Is it safe to 
rely on advice received over the counter at 
the collector’s office? 


Certified Public Accountants 


As in the Hermax case, the taxpayer in 
Hatfried, Inc. was a victim of the personal 
holding company snare. The company’s tax 
returns were prepared by a firm of certified 
public accountants, who were advised of the 
facts and circumstances surrounding the cor- 
poration’s operations, but who never sug- 
gested the filing of a personal holding company 





8 To avoid confusion, it is necessary at this 
point to distinguish between public accountants 
and certified public accountants. A public ac- 
countant is one who is engaged in the practice 
of public accountancy but who has not been 
granted a CPA certificate by the state in which 
he practices. A certified public accountant, or 
CPA, is one who has met certain educational 
requirements (e. g., in California, two years of 
college), who has served a period of appren- 
ticeship in public accounting (usually three 
years) and who has passed a three-day exami- 
nation covering accounting theory, accounting 
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‘Mr. Lewis, a California certified public accountant, 
practices in Inglewood and Los Angeles. 
a lecturer in accounting, 


He is also 
University of Southern 
California 





surtax return. 


The Tax Court sustained 
the imposition of a penalty for failure to file. 


In reversing the Tax Court on the penalty 
issue, the Third Circuit Court of Appeals 
made the following observations: 


“The Treasury Department has long given 
sanction to the practice of taxpayers in en- 
listing the aid of accountants and attorneys 
in the preparation of their tax returns... 
The Treasury Department regularly admits 
accountants ” to practice before it in repre- 
sentation of taxpayers, and the Tax Court™ 
does the same. 


“To accord the status of ‘experts’ on tax 
laws to accountants for representation pur- 
poses and then to hold that taxpayers who 
entrust to them the task of preparing their 
returns run the risk of paying heavy pen- 
alties should they err in the discharge of 
their assignments creates an absurd situation. 


“The Courts ... have ruled that ‘reason- 
able cause means nothing more than the 
exercise of ordinary business care and 
prudence.’ 


“To hold that a taxpayer who selects as 
his agent a certified public accountant (to 
whom as a class the Treasury Department 
and the Tax Court itself accord recognition 
as ‘experts’ and as ‘counsel’) has failed to 
exercise ‘ordinary business care and pru- 
dence’ and becomes liable for the error of his 
advisor as ‘agent’ is an _ inconceivable 
proposition.” 


practice, auditing and commercial law. The 
examination generally includes one or more 
questions on income tax. 

® Supra, footnote 2. 

10 Here the court is referring to certified pub- 
lic accountants. 

11Up to 1942, the Board of Tax Appeals, as 
the Tax Court was known until that year, ad- 
mitted certified public accountants to practice 
without examination. Since then, all applicants 
other than attorneys at law have been required 
to pass an examination. 
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cerca naccetemininate 


The matter was summed up neatly by 
Judge Goodrich in his dissenting opinion: 
“There is also agreement with the proposi- 
tion that the taxpayer who presents his facts 
to a lawyer or certified public accountant 
and relies on the advice given him by either 
one of these persons has proved that he has 
acted with reasonable cause and has nega- 
tived the charge of wilful neglect.” 


Orient Investment & Finance Company, Inc. 
v. Commissioner * involved a factual pattern 
similar to that of Hatfried and Hermax. 
Here again certified public accountants in 
charge of the corporation’s accounting and 
tax matters were unaware that it fell in 
the personal holding company classification 
and failed to file the proper returns. In refus- 
ing to allow the imposition of a negligence 
penalty, the Court of Appeals for the District 
of Columbia cited with approval the principle 
set forth in the Hatfried case, and said: 


“cc 


. we have here . . . a case in which 
petitioners placed those [tax] matters in the 
hands of certified public accountants whose 
expert knowledge was universally considered 
sufficient to fit them to do all that petitioners 
were required to do to comply with the tax 
laws. Clearly, there is nothing in this that 
should condemn petitioners. On the con- 
trary, it was all that they could do.” 


It was contrary to natural justice, the 
court said, to hold that “in a case like this, 
where the president and other officers of the 
corporation are admittedly incompetent to 
understand, much less to prepare, proper 
returns, and the corporation selects as its 
agent a licensed, certified public accountant 
to do the job, the corporation’s act in this 
respect does not measure up to the exercise 
of ordinary business care and prudence and 
the taxpayer becomes liable for penalties for 
its agent’s omissions.” 


It now seems settled law that reliance by 
a taxpayer on the advice of a certified public 
accountant amounts to the exercise of such 
ordinary business prudence as to constitute 
reasonable cause for failure to file a return.” 


Public Accountants 


The courts apparently do not have as high 
regard for the ability of public accountants 
in tax matters. In the Hatfried and Orient 
cases, where the taxpayers had relied on 
certified public accountants, the appellate 
courts reversed the Tax Court on the pen- 
alty issues. In the Hermax case, where a 


12 [48-1 ustc { 9162] 166 F. 
[CCH Dec. 15,546(M)] 6 TCM 1. 

13 Raymep Realty Corporation et al, 
Dec. 16,376(M)], 7 TCM 262 (1948). 


(2d) 601; rev’g 
[CCH 
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public accountant committed a similar error 





of oversight, the Third District, in a per 
curiam opinion, said: “We agree with the 
Tax Court that the taxpayer has not shown 
reasonable cause for its failure to file per- 
sonal holding company returns.” 


The Tax Court found nothing in the rec- 
ord to show that X, the Hermax public 
accountant, had any “expert knowledge” of 
federal tax laws. “Indeed, his own testi- 
mony indicates that he had not. He testi- 
fied that he consulted with [Y] who was 
‘the tax man’ in his accounting firm, thus 
indicating that he, [XJ], was not a ‘tax man’. 
There is no evidence as to why [X] con- 
sidered [Y] to be a ‘tax man’. The fact that 
they read only section 502 (g) in considering 
the question of whether petitioner might be 
a personal holding company indicates that 
neither was a ‘tax man’ if that term is taken 
as meaning a person qualified to give advice 
to others on questions of law involving pro- 
visions of the Internal Revenue Code. . 
Certainly it carnot be said of them, as it was 
said in the Orient Investment & Finance Com- 
pany, Inc. case, that their ‘expert knowledge 
was universally considered sufficient to fit 
them to do all that petitioners were required 


x 


to do to comply with the tax laws’. 


It is not the purpose of this article to 
disparage public accountants. Many ac- 
countants, although not certified, are recog- 
nized as competent tax men. However, it 
appears from the court’s reasoning in the 
Hermax case that a taxpayer engaging a 
public accountant for tax work should be 
able to show that he is familiar with his 
accountant’s education, training and experi- 
ence, and that the accountant’s qualifications 
are such as to justify reliance upon him. 


Attorneys 


While the Hatfried and Orient decisions 
involved reliance on certified public account- 
ants, it may be inferred from the reasoning 
underlying them that the Circuit Courts will 
continue to follow the long-established rule 
that reliance upon the advice of attorneys 
will constitute reasonable cause and absence 
of neglect in penalty cases.” 


Generally, the Tax Court, too, will find 
reasonable cause for failure to file where a 
taxpayer relies upon the advice of a reputable 
attorney that no return is required. How- 
ever, the Tax Court’s interpretation of the 
terms “rely” and “advice” is much stricter. 

1% Dayton Bronze Bearing Company v. Gilli- 


gan [1922 CCH { 2050], 281 F. 709 (CCA-6, 
1922). 
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The recent Genesee Valley Gas Company, 
Inc.” case involved the now-familiar pat- 
tern of failure to file a personal holding 
company return for the year 1941. The cor- 
poration became a personal holding company 
in 1939 by reason of a reorganization pro- 
ceeding. Its president did not know that it 
was a personal holding company. He testi- 
fied that two different firms of attorneys and 
the company’s accountant were familiar with 
the company’s business and with the pro- 
ceedings of its reorganization, and that none 
of them had advised him of any resulting 
change in tax status. 


A member of one of the law firms was 
engaged to check the draft of the corpora- 
tion’s 1939 income tax return. The draft 
contained the answer “No” to the question 
whether the taxpayer was a personal holding 
company. The attorney did not correct this 
error, although he did make other correc- 
tions. Although the case involved the year 
1941, the corporation claimed that the at- 
torney’s failure to advise it of its character 
as a personal holding company in 1939 was 
equally applicable to 1941. 


The court distinguished the Hatfrted and 
Orient cases on the grounds that in those 
cases the failure to file was due to tax 
counsel’s advice on which the taxpayers 
were justified in relying, and that the tax- 
payers had submitted to their tax counsel all 
the necessary information. In the Genesee 
case the court noted that the company did 
not affirmatively ask any of its professional 
advisers whether it was a personal holding 
company, and that the draft of the tax return 
did not contain sufficient information to ad- 
vise the examining attorney of the personal 
holding company status. The court decided, 
therefore: 


“The facts which make petitioner a per- 
sonal holding company... were well known 
to petitioner’s responsible officers. The fact 
that they were ignorant of the law can not 
be accepted as a sufficient excuse for failure 
to file a personal holding company return. 
The failure of petitioners to investigate the 
question of its tax liability as a personal 
holding company in the face of facts estab- 
lished by the evidence . .. constitutes willful 
neglect. By the same token, reasonable 
cause is not shown for the failure to file such 
returns.” 

In the light of Hatfried and Orient, this 
reasoning appears unsound. By having its 
tax return checked by attorneys in the year 
of reorganization, the corporation showed an 
attempt to meet its responsibilities as a 





% Supra, footnote 3. 


taxpayer, rather than willful neglect. The 
fact that the taxpayer did not specifically 
ask whether it was a personal holding com- 
pany is not material. Lay taxpayers do not 
have sufficient knowledge of the tax law to 
know which questions should be raised. 
That is why they rely on tax counsel. 
Whether or not the taxpayer submits all the 
necessary information to his tax counsel 
generally rests on purely fortuitous circum- 
stances. The taxpayer submits the informa- 
tion he thinks is necessary and expects the 
adviser to ask for any additional data needed. 


Green Cards 


The Tax Court, in discussing the qualifica- 
tions of X, the accountant in the Hermax 
case, as a tax man, said: “The only testimony 
which would indicate that [X] had any 
knowledge of Federal tax law was to the 
effect that he held a United States Treasury 
card. This tribunal is completely independ- 
ent from the Treasury Department. We 
have no knowledge, judicial or otherwise, as 
to the prerequisites for holding such a card, 
nor as to the nature of the examination 
which [X] passed. The bare fact that he 
had such a card cannot be taken as com- 
pelling evidence, in the face of the record, 
that he had ‘expert knowledge’ in the field 
of Federal tax law.” 

Treasury Department Circular No. 230 
provides that accountants and attorneys 
shall not be eligible to practice before the 
Treasury Department unless they are en- 
rolled in accordance with the regulations 
contained in that circular. Enrollment cards, 
popularly known as “green cards,” are gen- 
erally given without examination to attor- 
neys at law and certified public accountants. 
Other applicants must pass an examination 
which, the writer has been told unofficially 
by a revenue agent, is quite difficult, con- 
sisting of the accounting portion of a CPA 
examination plus an additional set of ques- 
tions on income tax. All applicants must 
show that they possess (1) a good char- 
acter and reputation, (2) an adequate educa- 
tion and (3) a knowledge of the laws and 
regulations relating to tax matters and other 
subjects which they expect to handle before 
the Department and of the rules and regula- 
tions governing practice before the Depart- 
ment. Applicants must submit six business 
or professional references from persons who 
are familiar with their professional work. 
These references are verified by the Intelli- 
gence Unit of the Bureau of Internal Revenue. 

Where a public accountant, having satis- 
fied the Treasury Department’s Committee 
on Practice that he is able to render valuable 
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tax service to taxpayers, is issued a green 
card, his advice, it would seem, should be 
given the same weight as the advice of an 
attorney or a certified public accountant. 


Bureau Employees 


Taxpayers who rely on the advice of Bu- 
reau of Internal Revenue employees must be 
able to show that the person they relied on 
was competent to, and was intended to, ad- 
vise taxpayers. 


The taxpayer in Lawrence Block Company, 
Inc.* employed Z as secretary and treasurer. 
As such, he was in charge of all accounting 
and preparation of tax returns. He had 
been preparing tax returns for various em- 
ployers for approximately twenty years. 


Z did not consult attorneys or account- 
ants on tax matters but, at various times 
since 1920, had consulted the local office of 
the collector of internal revenue on questions 
arising in the preparation of returns. 


In March, 1941, Z talked to a man at the 
counter of the collector’s office. He ex- 
plained that the corporation was in the 
real estate business, selling properties for. 
owners on a commission basis, and asked 
whether it was subject to excess profits tax. 
He was told that such corporations were not 
required to file excess profits tax returns. 
Relying on that advice, Z did not pre- 
pare or file excess profits tax returns for 
the company for five years. The Tax 
Court found that the corporation’s failure 
to file timely returns was not due to rea- 
sonable cause. Pertinent portions of the 
opinion follow: 


“The record does not show that in his in- 
quiry at the office of the collector in March 
1941 [Z] gave such information to the 
person from whom the inquiry was made as 
would enable that person properly to advise 
him ..., or that such person was there for 
the purpose of advising taxpayers or had 
such knowledge of petitioner’s business as 
would enable him to give reliable advice. So 
far as the record shows he may have talked 
to a file clerk or some subordinate employee 
of the collector’s office whose duties were in 
no way connected with advising taxpayers. 
He did not get the name of the person with 
whom he talked. ... Taxpayers deliberately 
omitting to file returns must use reasonable 
care to ascertain that no return is necessary. 
We think petitioner did not use such care.” 


1% TCCH Dec. 16,854] @2 TC 366 (1949). 

Fairfax Mutual Wood Products Company 
[CCH Dec. 14,881], 5 TC 1279 (1945). 

18 [CCH Dec. 4712] 14 BTA 954 (1928). 

1% (CCH Dec. 7382] 25 BTA 211 (1932). 
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Reasonable care was shown in the Fairfax 
case,” where, also, the officers of a corpora- 
tion refrained from filing an excess profits 
tax return on the advice of the local col- 
lector’s office. The president of the taxpayer 
fully discussed the matter with the local 
collector and his subordinates and, on their 
advice, attached to the return a statement 
explaining the absence of an excess profits 
tax return on the ground that the corpora- 
tion was considered a personal service cor- 
poration. The Tax Court concluded that the 
corporation did not willfully neglect to file 
the return, and that the imposition of a 
penalty was not justified. 


Inconsistency of Tax Court 


The Tax Court has been inconsistent on 
the question of competency of tax advice, as 
on many other points. Early cases indicated 
that the taxpayer could ask advice of almost 
anyone and interpose reliance on that ad- 
vice, right or wrong, against a charge of 
delinquency or fraud. 

In the John B. Arnold case,” the taxpayer, 
an attorney unfamiliar with income tax laws, 
employed a president and manager of a bank 
to prepare his 1921 income tax return. De- 
ficiencies were assessed, but the Board of 
Tax Appeals found that since Arnold had 
relied upon a person he believed to be com- 
petent, no fraud penalty should be imposed. 


In the Adelaide Park Land case,” the tax- 
payer was advised by a-person who was a 
banker, subdivider and tax adviser that no 
fiduciary return was necessary. The return, 
of course, was necessary. Again the Board 
found reasonable cause for failure to file and 
refused to allow a delinquency penalty. 


The Tax Court’s attitude then became 
tougher, as typified by the Hatfried, Orient 
and Herma decisions. Its reasoning seemed 
to be that since accountants and attorneys 
act as agents of the taxpayer, any mistake 
or ignorance on the part of the tax counsel 
should be imputed to the taxpayer. 

Following the Circuit Court reversal in 
Hatfried, the Tax Court eased up a bit. Its 
change of attitude was indicated by the 
Paymer”*™ and Raymep™ cases. The Paymer 
brothers engaged in certain real estate oper- 
ations through Raymep, a_ corporation. 
Their accounting and tax matters were han- 
dled by a certified public accountant. The 
CPA was aware of the conditions surround- 


2 Samuel S. Paymer et al. [CCH Dec. 
12,390-B], 1 TCM 362 (1943); aff’d in part and 
rev'd in part [45-2 ustc { 9353] 150 F. (2d) 334 
(CCA-2, 1945). 

21 Supra, footnote 13. 
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ing the formation of the corporation and 
felt that it was a dummy corporation to be 
disregarded for tax purposes. In the earlier 
Paymer case, the Tax Court found that in 
1938 Raymep should have filed returns and, 
because there was no reasonable cause for fail- 
ure to file, it allowed the imposition of penalties. 


The same issues appeared again with re- 
spect to later years in the Raymep case. 
Changing its position, the Tax Court said: 
“It now seems settled law that bona fide 
reliance by a taxpayer on the advice of a 
licensed (certified) accountant, such as 
occurred herein, amounts to the exercise of 
such ordinary business prudence as to con- 
stitute reasonable cause for failure to file a 
return.” Citing Hatfried and Orient, the court 
continued: “We are aware that in Samuel 
S. Paymer, we held a penalty was applicable 
in 1938 against the Raymep Corporation. 
More iecent cases of this Court and of the 
Circuit Courts now require the more liberal 
treatment accorded in this opinion.” 


Haywood Case 


Lulled into a feeling of security, taxpayers 
relying on certified public accountants re- 
ceived a jolt when the Haywood decision” 
was handed down. Haywood had engaged 
the services of the largest firm of certified 
public accountants in its town to fill out 
its tax returns. The firm had done extensive 
tax work for the past twenty years and 
had been consulted by the corporation on 
tax matters for fifteen years. An officer of 
the corporation furnished the accountants 
with all of the information requested by them. 
Yet a slip was made, and again a required 
personal holding company return was not filed. 

Sustaining the imposition of a penalty, 
the Tax Court said: “The exercise of ordi- 
nary business care and prudence dictated 
that [the responsible corporate officer] in- 
vestigate on his own account, or, at least, 
specifically inquire of a qualified tax adviser 
concerning the personal holding company 
status of petitioner and the tax consequences 
therefrom.” Further, the court advanced the 
startling proposition that “mere submission 
of the corporate records to an accountant 
experienced in tax affairs plus passive re- 
liance on his volunteering appropriate tax 
advice does not equal the proper standard 
of care... to avert a delinquency penalty.” 

In this reasoning, it is submitted that the 
Tax Court has gone too far. A literal applica- 
tion of the Haywood doctrine would lead to an 
unwarranted burden upon the taxpayer. 


2 Haywood Lumber and Mining Company 
{CCH Dec. 16,956], 12 TC —, No. 97 (1949). 


Each taxpayer would be required personally 
to familiarize himself with the intricate pro- 
visions of the tax law. How else would he 
be capable of raising all of the questions that 
might be raised about his return? No doubt 
the Haywood officer had heard of the per- 
sonal holding company surtax. One cannot 
read the various newspapers, magazines, 
Washington letters, etc., without acquiring 
a smattering of tax knowledge. But does 
this mean that the client must each year ask 
his accountant or attorney specifically: Are 
we a personal holding company? If so, when 
would the questioning cease, and when 
would the client and the tax man get any 
work done? One can picture the taxpayer 
asking his adviser: “Are we a Western 
Hemisphere trading corporation? We are 
in the Western Hemisphere, aren’t we? 
Why haven’t you filled in Schedule D— 
‘Gains and Losses from Sales or Exchanges 
of Property Other than Capital Assets’? 
Isn’t our merchandise property other than 
a capital asset? What is property? What is 
a gain? What is an exchange? Are you 
sure you know what you are doing? How 
do you know the Tax Court won’t say that 
a corporation is merely a partnership of 
stockholders, and that therefore a partner- 
ship return should also be filed? After all, 
these are all technical terms, and I’m not 
sure what they mean.” The writer has per- 
haps wasted too many words to emphasize 
the point that the Haywood rule seems not 
only impractical but absurd. 


Conclusion 


The Tax Court’s view of the law is the 
strict one that only where a taxpayer relies 
upon the advice of competent tax counsel in 
possession of all material facts and thor- 
oughly familiar with the applicable law, will 
an error in the advice received not result in 
a penalty. Should the tax counsel be ignor- 
ant of a portion of the law, misread an “easy” 
section or overlook a material fact, then, 
shocked, the Tax Court will impose a penalty. 


The Circuit Courts, taking a more prac- 
tical stand, realize that the law imposes 
penalties for willful neglect of the taxpayer, 
and that tax counselors, being human, may, 
like the rest of mankind, err occasionally. 
Regardless of the error of the tax adviser, the 
fact that the taxpayer sought his counsel shows 
reasonable cause rather than willful neglect. 

The Haywood case is currently on appeal 
to the Second Circuit It will be interesting 
to see which view prevails. [The End] 
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SHOULD WE PENALIZE 
VOLUNTARY DISCLOSURES? 


By JOSEPH W. BURNS and MURRAY L. RACHLIN 


AS IT NOW STANDS, A TAXPAYER MAY WALK INTO A BUREAU 
OFFICE AND IN COMPLETE GOOD FAITH MAKE A CONFESSION, 
YET THE BUREAU NEED NOT GRANT HIM IMMUNITY 


f bproon Treasury Department policy with 
respect to voluntary disclosures by tax 
evaders has been the subject of considerable 
discussion in recent years.* The principal 
cause for this discussion is the failure of the 


Treasury to establish rules or standards to_ 


effectuate the policy. The purpose of this 
article is to suggest rules which should be 
adopted either in the form of Bureau or 
Treasury Regulations or, if necessary, legis- 
lation by Congress. The object of the rules 
is to provide standards which will enable 
tax practitioners to properly advise their 
clients and enable Bureau representatives 
to enforce the policy uniformly. 


A brief review of the nature and purpose 
of the voluntary disclosure policy is neces- 
sary for a consideration of the type of rules 
required. It is the nature of the policy which 
creates the first problem. The voluntary 
disclosure policy is solely an administra- 
tive policy of the Bureau of Internal Reve- 
nue. It is not provided for in the Internal 
Revenue Code nor in any Treasury regula- 
tions or decisions. The Bureau has stated 
that where a taxpayer voluntarily discloses 
his attempted tax evasion to proper Bureau 
officers before any investigation of him has 
commenced, it will not recommend criminal 
prosecution. 


The date of official origin of this policy 
is not clear, but it appears to have existed 
at least as early as 1934, The very high tax 
rates, coupled with a large increase in the 
enforcement staff, have given it greater im- 


1See Wallace, 1 Tax Law Review 329 (1946); 
Wallace in Proceedings of New York University 
Fifth Annual Institute on Federal Taxation, 
pp. 238-240 (1947); Rachlin, in TAxEs—The Tax 
Magazine, April 1947, p. 293; Wenchel, in 
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portance in recent years. The consequent 
publicizing of the policy resulted in state- 
ments by two high Treasury officials, which 
appear to be the first official public state- 
ments acknowledging its existence. 


On August 21, 1945, Fred L. Vinson, then 
Secretary of the Treasury, stated: 

“The Commissioner of Internal Revenue 
does not recommend criminal prosecution in 
the case of any taxpayer who makes a vol- 
untary disclosure of omission or other mis- 
statement in his tax return or of failure to 
make a tax return.” 


On May 14, 1947, J. P. Wenchel, then 
Chief Counsel of the Bureau of Internal 
Revenue, stated: 


“The Department has broad discretionary 
power long recognized by Congress to de- 
termine the policy and procedure for the 
effective enforcement of the internal revenue 
laws. The Department, acting under that 
power, does not recommend prosecution of 
the evader who repents in time. There is 
nothing new in this position. For years the 
position of the Department has been that 
where the taxpayer makes a voluntary dis- 
closure of the intentional evasion before 
investigation has been initiated, criminal 
prosecution will not be recommended.” 


The purpose of the policy is the Treas- 
ury’s belief that it serves to increase the 
collection of revenue. Mr. Wenchel stated 
that in a period of eighteen months more 
than $500 million was paid by voluntary 
TaxEs—The Tax Magazine, June 1947, p. 485; 
Gutkin, in Proceedings of New York University 
Sixth Annual Institute on Taxation, pp. 213-217 


(1948); Kostelanetz, in TAxES—The Tax Maga- 
zine, June 1949, p. 595. 
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disclosures, In justification of this policy 
he stated: 


“In excusing the man from criminal pros- 
ecution we are merely taking a sensible step 
to produce the revenue called for by law 
with the minimum cost of investigation. 
The man who makes a voluntary disclosure 
saves us a‘lot of money in investigating. 
In return, we can spare him a term in jail. 
This is good business from his standpoint 
and it is good business from the govern- 
ment’s standpoint.” 


Since the Bureau considers this policy of 
assistance in the collection of taxes, it is to 
the interest of both the Bureau and tax- 
payers that authoritative and clear rules be 
officially promulgated, defining a voluntary 
disclosure, The guide now available to deter- 
mine what the Bureau considers to be a 
voluntary disclosure is the statement of Mr. 
Wenchel: 


“A voluntary disclosure occurs when a 
taxpayer of his own free will and accord 
and before any investigation is initiated, dis- 
closes fraud upon the government.” 


The problem arises in determining at 
what point it is considered that an investiga- 
tion has commenced. Mr. Wenchel defined 
“the initiation of an investigation” as follows: 


“The mere record of a name does not 
mean that an investigation has been initiated. 


The fact is that examining officers through- 
out the country have thousands of names or 
possible leads. To deny the existence of a 
voluntary disclosure merely because we have 
a name, would be comparable to regarding 
the telephone book as a dossier of tax 
evaders. 


“An investigation is initiated when a 
Special Agent, an Internal Revenue Agent, 
a Deputy Collector, or other Bureau officer, 
is assigned a return for examination, or 
where an investigating officer has requested 
advice of appropriate officers of the Bureau 
with respect to the filing of a return or the 
payment of. taxes. 


“The time of disclosure and the time an 
investigation begins are, therefore, matters 
which can be ascertained with complete 
objectivity and certainty, thus protecting 
both the government and the taxpayer from 
decisions based on guesswork or other 
vague circumstances. To assure adherence 
to this principle, the Pureau stands ready 
at all times where a dispute may arise 
as to the time of a disclosure and the time 
an investigation was inititated to open its 
records in that regard.” 


2 Code Section 3761. 


Reliance upon Agent's Discretion 


This definition leaves too much discre- 
tion to individual agents to determine 
whether a particular disclosure will be con- 
sidered voluntary. The statement that a 
taxpayer or his representative may examine 
Bureau records to be satisfied his disclosure 
was timely or too late is not borne out in 
practice. No instruction to that effect was 
ever issued to the Field Offices. And it re- 
quires the taxpayer to place complete re- 
liance upon the integrity or even opinion of 
the agents. 


The lack of specific rules is unsatisfactory 
to both Bureau officers and taxpayers’ rep- 
resentatives. If the Bureau finds it benefits 
from having this policy it should be willing 
to bind itself to some rules of conduct. As 
it now stands, the advantages are all on 
the Bureau’s side. It holds out to taxpayers 
the inducement that prosecution may be 
avoided by making a voluntary confession, 
but retains entirely in its own hands the 
decision as to whether it will grant immu- 
nity. It is essential to a fair practice of this 
policy that definite standards be set as to 
the commencement of an investigation. 


The problems which confront taxpayers 
in this situation are demonstrated in two 
cases: U. S. v. Lustig, 47-2 ustc J 9325, 163 
F. (2d).85 (CCA-2, 1947), cert. den. 332 U. S. 
775 and U. S. v. Benjamin Weisman, 49-2 
ustc J 9404 (DC Mass., 1948), 78 F. Supp. 
979. In both cases there was dispute of 
fact as to whether the disclosure occurred 
before the investigation, but the cases never- 
theless are useful for the presentation of 
factual situations. In the Lustig case, even 
if the taxpayer did not have knowledge that 
an investigation had been commenced before 
he made his disclosure, the decision states 
unequivocally that the Commissioner could 
not under the law be required to grant im- 
munity. Since no regulations, have been 
formally announced governing voluntary 
disclosures, taxpayers have recourse only to 
the statutory method of obtaining a binding 
compromise, whether or not an investiga- 
tion had been commenced.’ 


In the Weisman case, a special agent mak- 
ing a collateral investigation involving Weis- 
man decided to investigate Weisman, too. 
Weisman tried to act quickly by confessing. 
When the Bureau declined to consider his 
confession a voluntary disclosure, the only 
way his attorney could raise the issue was 
by claiming the confession was improperly 
obtained. This defense failed, as it was 
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bound to, since Weisman was not required 
to confess, The case indicates the very seri- 
ous problem of determining when a col- 
lateral investigation becomes a primary one. 
There must be some balancing of the 
equities if the policy is to operate fairly. The 
Bureau should give more credit to the “vol- 
untary” aspect of the disclosure. The object 
of the policy is to have a taxpayer come 
forward and confess, rather than wait to be 
caught. Since the Bureau does not hope to 
catch every tax evader, it gains by having 
the voluntary disclosure of evasions which 
it would not otherwise discover. As the 
determination of “when an investigation is 
begun” is not always clear, credit should be 
given to the state of mind of the taxpayer. 
The goal should be to devise rules which 
will give the taxpayer immunity if the evi- 
dence discloses he did not know he was 
under investigation at the time he made his 
disclosure. Once rules are adopted it will 
not be difficult to determine from the evi- 
dence whether a taxpayer made his disclo- 
sure only because he had reason to believe 
he was under investigation. 
As it stands now, a taxpayer may walk 


into a Bureau office and in complete good © 


faith make a confession, yet the Bureau need 
not grant him immunity. This is so whether 
or not any investigation has begun. The 
practice of the Bureau in applying this policy 
on an individual case basis deprives tax 
practitioners of any guide in advising clients. 


Excerpt from Bureau Letter 


In a recent letter to the Joint Committee 
on Internal Revenue Taxation of the Con- 
gress, the Bureau stated: 

“Tt should be borne in mind that the policy 
is entirely an administrative one and in its 
application the Bureau must therefore be 
the ultimate judge of the facts. Cases upon 
cases have of course been disposed of with- 
out prosecution under the policy. In the 
administration of the policy the Bureau at- 
tempts in every possible manner, through 
conferences with taxpayers or otherwise, to 
determine whether the facts of a particular 
case come within the voluntary disclosure 
policy, Where any tax evader is dissatisfied 
with the Bureau’s decision and contends 
that his confession of deliberate fraud was 
obtained and is being used against him 
under circumstances which amount to a 
snare or a delusion, the opportunity to liti- 
gate exists, just as happened in the above 
case [referring to the Lustig and Weisman 
cases]. In event it is desired to discuss the 
application of the Bureau’s voluntary dis- 
closure policy to the facts of any specific 
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tase a conference for that purpose, will be 
arranged on request by the taxpayer.” 

This statement is in error in a very im- 
portant point. If the Bureau determines not 
to give immunity after a voluntary disclosure, 
mo opportunity to litigate exists. As the 
statement notes, the policy is purely admin- 
istrative. The Bureau should not publicly 
hold out hope to tax evaders, and at the 
same time refuse to state the rules by which 
it determines their cases. 


There are two courses open. First, the 
Bureau should officially promulgate rules 
and regulations which will be a guide for 
both agents and taxpayers. This will be of 
great value even though it lacks statutory 
authority and would not be legally binding 
upon the Commissioner. It would not only 
furnish a set of rules for both agents in the 
field and tax practitioners, but a taxpayer 
could appeal to the Commissioner if he felt 
he was not being treated fairly. He would 
have something concrete to go by. 


The second course would be to have a 
statute enacted authorizing the Commis- 
sioner to promulgate such regulations, and 
make them binding upon him. Then a tax- 
payer would have a legal defense to a prose- 
cution if the Bureau violated the rules. 
Whether such legislation is desirable is a 
problem in itself, entirely distinct from the 
desirability of having rules and regulations 
which rely upon the good faith of the Bureau. 

The desirability of or necessity for legis- 
lation to make the rules binding will depend 
somewhat on the nature and extent of the 
rules. Accordingly, our proposals for these 
rules will be discussed first. 

The Bureau’s justification for this policy 
is that encouraging tax evaders to repent 
and voluntarily disclose their evasion and tax 
liability saves the Bureau the cost of investi- 
gating such cases and, what is more im- 
portant, brings into the Treasury a great 
deal of revenue which would not be collected 
at all. The moral justification is placed upon 
the “voluntary” part. Basically, then, the 
question is as to whether the taxpayer makes 
the disclosure before being prodded by the 
Bureau. It is not the intent of the policy 
to grant immunity to a taxpayer who re- 
mained silent until an agent knocked at his 
door, and then came forward just as he was 
about to be caught. On the other hand, a 
tax evader should not be put at a disadvan- 
tage, if he has made a disclosure in good 
faith, simply because an agent happened to 
have his return in a file. If the investigation 
had not begun the agent would certainly 
proceed vigorously after the disclosure, 
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Necessity for Rules 


Since every taxpayer may normally ex- 
pect to have his returns examined at some 
time, it is necessary to formulate rules which 
will- give effect to a disclosure which is truly 
voluntary, in the sense that it was not moti- 
vated by an actual investigation, and at the 
same time provide a test by which the Bureau 
may show that the taxpayer had knowledge 
that an investigation had commenced. In 
order that rules can be formulated, it is 
necessary that the Bureau adopt a method 
of advising taxpayers when an investigation 
has commenced and when it is concluded. 


In determining at what point it shall be 
considered that an examination has com- 
menced, there must be a distinction between 
routine investigations by revenue agents or 
deputy collectors and investigations by the 
Intelligence Unit. The offices of the col- 
lectors and Revenue Agents in Charge have 
many returns at various stages prior to 
actual examination of the taxpayer. All 
returns are possible subjects of examination. 
Groups of returns are assigned to group 
chiefs who in turn assign them to agents or 
deputy collectors. An agent may have a 
dozen or more returns in his desk, on which 
he has not started examination. The mere 
assignment of several returns to an agent 
should not be considered as the commence- 
ment of an examination of those returns. 
Ordinarily a revenue agent commences an 
investigation by telephoning the taxpayer or 
his accountant and making an appointment. 
We recommend that the Bureau adopt a 
policy of having the office of the Internal 
Revenue Agent in Charge, or the collector, 
notify every taxpayer in writing that an 
agent or deputy collector will commence an 
investigation. This will furnish evidence of 
the date an investigation began. 

It would be a rather simple administrative 
act to send a notice of examination or com- 
mencement of an investigation by a revenue 
agent or deputy collector. Such notice 
should not be required where a matter is 
under investgation by the Intelligence Unit. 
A different problem occurs when the Intelli- 
gence Unit has already made a start toward 
an examination. The point to determine is 
not so much what might be considered the 
start of an investigation as it is to determine 
up to what point it is proper to give the 
tax evader the benefit of his claim that his 
disclosure was voluntary, and not the result 
of knowledge that he was under investigation. 

The Intelligence Unit has many different 
sources of information from .which investi- 
gations are commenced. Among them are 


referrals from the collectors’ and revenue 
agents’ offices, informers, anonymous let- 
ters, newspaper items, general investigations 
of bond sales, Federal Reserve notices of 
cash transactions, cash purchases of insur- 
ance policies, cash real estate transactions, 
check-cashing activities, etc. In order that 
a definite guide be available to all Special 
Agents as well as tax practitioners, the In- 
telligence Unit should be willing to establish 
a rule which will determine the start of an 
investigation. In defining this rule, weight 
must be given to the motive of the taxpayer. 
It is not solely a question of whether the 
Intelligence Unit had his name and certain 
information about him. In most cases a tax- 
payer’s motive in making a voluntary dis- 
closure is his fear of being caught. When 
a taxpayer learns that the Bureau is check- 
ing on cash purchases of insurance policies 
or on bond purchases, a voluntary disclosure 
should be accepted if the Intelligence Unit 
has not yet commenced an investigation of 
his returns. A general inquiry of that type 
will produce a list of names. It is only a 
lead, and many or most of the transactions 
may not be by tax evaders. The Intelligence 
Unit does not expect that every name on 
lists made in this way is that of a tax evader 
nor does it expect to investigate every tax- 
payer listed. Until it commences an active 
investigation of any individual on such list, 
the chance that he will be caught is only a 
little greater than if the Unit did not have 
his name. Therefore, it is to the Bureau’s 
benefit to permit such an individual to come 
forward and make a disclosure, and grant 
him immunity. 

At this point it is necessary to draw a line 
to effectuate the policy. Necessarily, when a 
line is drawn, some taxpayers may benefit 
who might not otherwise; in other cases the 
Bureau will benefit. It is a question of pro- 
viding a rule to avoid the uncertainty of 
determining from evidence whether a tax- 
payer was prodded by knowledge that he 
was under investigation. The taxpayer will 
claim good faith, and the Unit will contend 
he came forward only because he knew he 
was being investigated. In the absence of 
evidence showing that the taxpayer had 
knowledge that he was under investigation, 
a disclosure should be considered voluntary 
if an active investigation of the return of 
that taxpayer has not commenced. Merely 
having a taxpayer’s name on a list or having 
information about a taxpayer should not be 
a bar to a voluntary disclosure, even if the 
Unit feels a taxpayer has learned that the 
Unit has some information. If the Unit con- 
siders the information which it has justifies 
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investigation, it can call for the returns, and 
designate the case as active. Thereafter, the 
taxpayer’s lack of knowledge will not aid 
him, and a disclosure will not be accepted 
as voluntary. 


In addition to defining the commencement 
of an investigation, it is necessary to define 
the conclusion. In the case of an active in- 
vestigation by the Intelligence Unit, the tax- 
payer should be advised if no prosecution 
is recommended. Thereafter, the disclosure 
of evasion which the Unit had not discovered 
should be considered voluntary. 


After a revenue agent or deputy collector 
has concluded his examination the taxpayer 
should be notified either by a notice of ad- 
justments, or a statement that no adjust- 
ments are to be made. By establishing this 
system of notices, there will be a definite 
standard to determine the commencement 
and conclusion of an investigation. 


Memo to Bureau 


The need for standards and regulations 
has been amply demonstrated. While the 
Bureau is best qualified to formulate regu- 


lations based upon its own experience, in the. 


absence of any proposals at all from the 
Bureau we suggest the following regulations: 


(1) Where no return has been filed. Where 
a taxpayer has filed no return, and no active 
investigation has been commenced by the 
Intelligence Unit, or notice of examination 
by a revenue agent or deputy collector has 


been sent, a disclosure will be accepted as 
voluntary. 


(2) Where a return has been filed but not 
audited. Where a taxpayer has filed a return 
and no active investigation for that year has 
commenced, a disclosure will be accepted 
as voluntary. However, after notice of ex- 
amination has been received by a taxpayer, 
he may nevertheless make a voluntary dis- 
closure as to years prior or subsequent to 
the years in the notice. 


(3) Where the return has been audited by 
the Bureau. After notice of the conclusion 
of an examination has been sent to a tax- 
payer, a disclosure as to any transactions or 
matters not discovered by the Bureau during 
the examination will be accepted as voluntary. 


(4) Investigations by the Intelligence Unit. 
Where the Intelligence Unit has commenced 
an active investigation of a taxpayer, no 
disclosure will be considered voluntary with 
respect to any year. 


(5) Collateral investigations, Where a tax- 
payer has been interviewed by a Bureau 
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representative on a matter relating to some 
other taxpayer, he may still make a volun- 
tary disclosure as to any matter not related 
to the transaction which is the subject of the 
collateral investigation. 


(6) Immunity for the taxpayer and others 
involved. The acceptance of a voluntary dis- 
closure grants immunity from prosecution 
to the taxpayer and any persons who assisted 
him in the attempted evasion for the years 
involved. 


Impracticality 
of Vaguely Defined Policy 


The desirability of formal regulations is 
clear. There are sixty-four collection dis- 
tricts, with 1331 branch offices, thirty-nine 
internal revenue agents’ field divisions, with 
more than 376 branches, and fourteen In- 
telligence Unit districts, with more than 
seventy-five branches. The announced pol- 
icy of encouraging voluntary disclosures 
will be more effective if definite rules are 
available, instead of requiring a taxpayer to 
rely on the interpretation of a vaguely de- 
fined policy by any one of thousands of 
Bureau employees. 


The final question is to what extent these 
regulations should be binding upon the Com- 
missioner. It would probably serve the pur- 
pose of most cases if the Commissioner 
promulgated the regulations and stated an 
intention to be bound by them. This would 
not give the taxpayer absolute legal immu- 
nity, but only in rare cases is it likely that 
the decision of the Commissioner could be 
complained of as unfair or unjust. The im- 
portant thing is to have the Commissioner 
formulate and promulgate some authorita- 
tive rules. There must be a compromise 
between the need of the Commissioner to 
have some discretion to determine the facts 
and the lack of protection to a taxpayer 
who makes a disclosure. At present he has 
no assurance that his disclosure will be ac- 
cepted as voluntary. Of course, the taxpayer’s 
representative who approaches the Intelli- 
gence Unit takes the risk that the Special 
Agent may be aroused to action in a case 
which might otherwise have languished. 
But he can expect to be told fairly what 
the taxpayer’s position is if an investigation 
has commenced, as defined in the regula- 
tions. If the Intelligence Unit has already 
started an active investigation, the taxpayer has 
not increased his danger. Although he can no 
longer obtain a promise of immunity, he still 
has a chance to avoid prosecution by offer- 
ing full cooperation to the Bureau. 
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In Conclusion 


Since the Treasury already has the power 
to settle or compromise criminal cases, no 
legislation is necessary to give it authority 
to accept a voluntary disclosure. The only 
legislation which might be _ necessary 
is that which would give the taxpayer a 


the Bureau had not given proper treatment 
to a disclosure made under the regulations. 
It would be a considerable step forward in 
the administration of the policy if the Com- 
missioner would promulgate rules and regu- 
lations which he agrees to follow. After a 
period of experience under these regulations 
it will be appropriate to consider whether 


legal defense when the evidence disclosed legislation is necessary. [The End] 


Joseph W. Burns, at left, is a 
member of the firm of Fulton, 
Walter and Halley, New York 
and Washington. He formerly 
was Special Assistant to the 
Attorney General, Tax Divi- 
sion, Department of Justice. 
Murray L. Rachlin is a well- 
known New York City CPA. 





DANGER IN BONUS PAYMENTS 


Employers who are giving their employees a year-end bonus must 
watch out for the pitfalls which they may encounter under the terms of 
the federal wage and hour law. Unless the bonus is planned and paid 
in full compliance with the federal law, they may place themselves in 
a position where they owe overtime pay based on regular pay rates 
plus the year-end bonus. 


Employees subject to the federal wage and hour law are entitled 
to time and one-half the regular hourly rate for hours worked in 


excess of forty weekly. Regular earnings divided by the hours worked 
are the ordinary basis used to arrive at the regular rate figure. 


Bonuses based on hours worked, attendance, profit sharing, pro- 
duction or incentive plans are classified as part of the employees’ 


straight-time earnings. If the employer fails to include such bonuses 
in the regular rate computation, employees may demand additional 


overtime pay for overtime work during the period spanned by the bonus. 


However, payment of a lump sum to employees at Christmas or 
at the year end will not ordinarily entail any further obligation. Such 
a bonus paid entirely at the discretion of the employer is considered a 
gift under the federal wage and hour law. 


A general rule which employers can follow with full protection is 
to base the bonus upon a percentage of each employee’s total earnings, 
both straight time and overtime. 
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The author delivered a paper on the 
same subject before the First Federal 
Tax Conference of the University of 
Chicago in 1948 


BUREAU RULING is an official state- 
ment issued by the Bureau of Internal 


Revenue in response to a written request. 


The request may come from the taxpayer 
or his authorized representative, or it may 
originate with an officer within the Bureau, 
such as a revenue agent or a collector. 


The most familiar rulings are those which 
are published in the Internal Revenue Bul- 
letin and the Cumulative Bulletin in the form 
of I. T.’s (Income Tax Rulings), G. C. M.’s 
(General Counsel’s Memoranda), E. T.’s 
(Estate and Gift Tax Rulings), S. T.’s (Sales 
Tax Rulings) and M. T.’s (Miscellaneous 
Tax Rulings). 


These rulings are published because, in 
the opinion of the Bureau, they announce 
a ruling upon a novel question or upon a 
question which has not previously been 
made the subject of a published ruling. 
Rulings are also published when they revoke 
or modify a previously published ruling. 
These published rulings may be relied upon 
by taxpayers and officers of the Bureau in 
the consideration of other cases. 


Many rulings made by the Bureau are 
not published, however, and it is the an- 
nounced policy of the Bureau not to cite 
or rely upon any unpublished rulings as 
precedents in the disposition of other cases. 


An unpublished ruling, while perhaps un- 
important from the standpoint of precedent, 
is most important to the taxpayer who has 
requested the ruling. If he has already car- 
ried out the transaction with respect to 
which the ruling is requested and: if the 
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How and When to Obtain 
BUREAU RULINGS 


By DAVID W. RICHMOND 


Miller & Chevalier 
Washington, D. C. 


ruling is favorable, it gives him a feeling 
of security and eliminates some difficulties 
which might otherwise arise in the audit of 
his return. If he is only contemplating a 
particular transaction, a favorable ruling 
may enable him to proceed with it, while 
an unfavorable ruling may often result in 
his dropping the proposition. 

It is to these unpublished rulings which 
apply only to the facts of a single case to 
which this paper is addressed. Such rulings 
are issued by the Commissioner of Internal 
Revenue or by the appropriate Deputy Com- 
missioner in response to a written request by 
a taxpayer or his authorized representative. 
They are referred to generally as Special 
Rulings to distinguish them from rulings 
requested by revenue agents or others with- 
in the Bureau organization. In spite of 
decentralization of the Bureau, this aspect 
of the Bureau’s work is still done almost 
entirely in Washington. 


There are no particular statutory pro- 
visions which set forth the matters on which 
the Commissioner may or may not issue 
Special Rulings. They are issued pursuant 
to his general administrative authority. 


The Commissioner exercises his authority 
to issue Special Rulings at two different 
stages in the course of the transaction upon 
which he is asked to rule. He will issue a 
ruling when the transaction is still prospec- 
tive, that is, the parties have agreed upon 
the manner in which they propose to carry 
it out, and are concerned with the tax con- 
sequences of what they intend to do before 
finally deciding to do it. The Commis- 
sioner will also issue a Special Ruling after 
the transaction has been carried out, but 
before the return is filed. A ruling at this 
stage is most helpful in deciding how to 
report a particular transaction in the tax- 
payer’s next return. 
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Requests for Special Rulings on transac- 
tions in these two stages must be addressed 
to the Commissioner in Washington. The 
request will be consideréd by the Bureau 
and, if a ruling is issued, it will come from 
Washington, the exception being pension 
trust matters which are ruled upon by the 
appropriate Revenue Agent in Charge. 


In the second stage mentioned—where 
the transaction has been completed but the 
return has not yet been filed—the taxpayer 
can no longer affect the end result of the 
transaction or the manner in which it was 
carried out. The primary usefulness of a 
ruling at this stage is to assist in setting 
up the tax consequences of. the transaction 
in the return. 

From the point of view of the tax advisor, 
the most important point in the course of a 
transaction for securing a Special Ruling is 
when the transaction is still in the prospec- 
tive stage and when the taxpayer and his 
advisor can still decide whether to carry it 
out at all and, if so, decide in what manner 
it is to be carried out. The considerations 
affecting this type of Bureau ruling merit 
the careful attention of tax counsel. 

There is no particular statutory provision 
which specifies the kind of prospective 
transaction on which the Commissioner 
may issue a ruling. It is the announced 
policy of the Bureau, however, to issue rul- 
ings ‘on prospective transactions only in 
those cases in which “the law or regulations 
provide for a determination by the Com- 
missioner of the effect of a proposed trans- 
action for tax purposes,” or where the ruling 
is incident to a closing agreement under the 
provisions of Section 3760 of the Internal 
Revenue Code.’ It is not always clear 
whether the Bureau will consider that it can 
properly issue a ruling in a particular type of 
case, and it may be necessary to discuss this 
question with the appropriate section of the 
Bureau before making the request. It is fair 
to say, however, that the Bureau construes 
its authority broadly and issues rulings on 
a wide variety of questions. 

The next question is how to go about 
getting a Special Ruling on a prospective 
transaction. As pointed out above, all re- 
quests for Special Rulings at this stage 
must be addressed to the Commissioner of 
Internal Revenue, Washington 25, D. C. 

Such requests are then sent for initial 
consideration to the office in the Bureau 
which is concerned with the subject matter. 
In general, requests for prospective Special 
Rulings go to the Taxpayers’ Rulings Sec- 


1 Mim. 4963, 1939-2 CB 459. 


tion of the Practice and Procedure Division. 
There are, however, several well-defined 
and important exceptions to this general pro- 
cedure which must be carefully noted. 


Exceptions 


(1) All requests for rulings relating to 
prospective transactions involving corporate 
reorganizations and certain specifically de- 
scribed exchanges of property’? under Sec- 
tion 112 and corporate distributions under 
Section 115 are considered initially by the 
Securities Unit of Audit Review Division B. 
This unit also considers requests for rulings 
on basis questions involved in such trans- 
actions and for rulings as to the valuation 
of listed and unlisted securities. 


(2) All requests for rulings relating to 
stock bonus, pension, and _ profit-sharing 
plans established under Section 165 are 
referred to the Pension Trust Division of 
the Bureau and by it to the office of the 
appropriate Revenue Agent in Charge. A 
specialist on employees’ trusts in the Reve- 
nue Agent’s office will issue the ruling, 
sometimes consulting with the Bureau’s Pen- 
sion Trust Division before doing so. This 
procedure is also followed on requests for 
rulings as to the tax effect of termination or 
partial termination of such plans. It also 
applies to contributions to industry-wide 
welfare funds, such as that established for 
the United Mine Workers by John L. Lewis. 


(3) In general, requests for rulings relating 
to the allowance for depreciation are con- 
sidered initially by the Engineering and 
Valuation Division of the Bureau. It may 
come as a surprise to some to learn that 
there are rulings as to prospective deprecia- 
tion. The Bureau will, by a ruling, estab- 
lish depreciation rates for the five years fol- 
lowing the year of the ruling. 


(4) All requests for rulings that a par- 
ticular organization is not subject to tax on 
its income under Section 101 are considered 
by the Exempt Organizations Rulings Sec- 
tion. Before a corporation may treat itself - 
as exempt from income tax, it must first 
secure a ruling to this effect from the Bureau. 


Rulings Handled 
by Taxpayers’ Rulings Section 


With these important exceptions—reorgani- 
zations, certain exchanges of property, corpo- 
rate distributions, employees’ trusts, depre- 
ciation and exempt organizations—all other 


2 Code Sections 112 (b) (2), 112 (b) (5) and 
112 (b) (6). 
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requests for Special Rulings are handled 
initially by the Taxpayers’ Rulings Section. 
The problems considered by this Section 
include the following: 


(1) Questions are answered involving in- 
clusions in gross income, such as whether 
Or not certain payments will be considered 
as compensation, and thpse arising from 
alimony payments. For example, the in- 
clusion in gross income of prizes on give- 
away radio shows has been the subject of 
a considerable number of rulings. Another 
matter which is not the subject of a number 
of rulings, although the requests continue, 
is that of deferred compensation. Many are 
asking, but few find out. The matter ap- 
pears to be held up in the Chief Counsel’s 
office, probably to await the outcome of 
pending Tax Court cases on this subject. 


(2) The Section also answers questions 
involving exclusions from gross income, 
such as whether or not a particular amount 
is received pursuant to an annuity and hence 
partially excluded in computing gross in- 
come, or the extent to which income is or 
will be realized from the discharge of in- 


debtedness. Rulings as to whether certain. 


transactions will result in capital or ordi- 
nary gain or loss are also included in this 
category; for example, the question whether 
the sale by Amos ’n Andy of their radio 
show would result in capital gain or ordi- 
nary income. The same question was in- 
volved in the ruling issued with respect to 
General Eisenhower’s book. The use of 
inventories and proposed changes in the 
accounting period or method also gives rise 
to requests for rulings which are passed 
upon by the Taxpayers’ Rulings Section. 


(3) Another part of the work of the Sec- 
tion—and the heaviest so far as numerical 
volume is concerned—involves requests for 
rulings as to deductions. These requests 
relate to the deductibility of all types of 
expenses, depreciation and depletion, inter- 
est, taxes, bad debts and contributions. For 
example, the question of defining “traveling 
expenses away from home” is always present 
in spite of the considerable amount of litiga- 
tion, as is the question of deductions for work 
clothing and necessary equipment. 


(4) The Section deals with the credits of 
individuals and corporations and with the 
status of trusts. It considers the taxability 
to the grantor of the income from family 
trusts of the Clifford type when such ques- 
tions are presented prospectively. 


(5) In addition to handling requests from 
taxpayers on prospective and completed 
transactions, the Section also advises col- 
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lectors of internal revenue on problems 
arising in the course of their audits. This 
aspect becomes of increasing importance as 
we see the collectors handling more cases 
of a nonroutine nature. If it seems clear 
that the Deputy Collector is wrong and he 
cannot be persuaded to change his mind, 
it may be possible to get him to request a 
ruling on the case from Washington. Such 
a ruling would be made by the Taxpayers’ 
Rulings Section direct to the collector. 


As has been noted, the requests for rul- 
ings processed by the Taxpayers’ Rulings 
Section on these subjects include both those 
relating to completed transactions where 
the return has not yet been filed and to 
prospective transactions. Of most interest 
to the tax practitioner, however, is how a 
taxpayer and his representatives can use 
all this excellent machinery put at their dis- 
posal by the Bureau to get a ruling on a 
transaction which is still in the prospective 
stage. We shall consider later herein some 
of the factors to be taken into account in 
deciding whether to ask for a ruling at all 
in a particular situation, but for the present 
let us assume that we are intent on getting a 
ruling—and, if at all possible, a favorable one. 


The subject matter of our request usually 
indicates what section of the Bureau will 
be initially concerned with it. Let us assume 
first a question within the jurisdiction of the 
Taxpayers’ Rulings Section. Suppose that a 
corporation is considering disposing of an 
asset and wants a ruling on the question of 
whether the expected gain will be capital 
gain or ordinary income. 


At this point, it would probably be well 
to stop for a moment and consider whether 
or not we really want a Bureau ruling. The 
factors to consider include: 


(1) How uncertain is the tax result in the 
light of the regulations and decided cases? 
The Taxpayers Rulings’ Section does not 
enjoy undertaking research for taxpayers’ 
representatives, so we must be sure the an- 
swer is not otherwise available with proper 
research. It is interesting to note that the 
Section ordinarily does not cite or discuss 
authorities in its rulings. 


(2) Are we familiar enough with the in- 
ternal organization of the Bureau in Wash- 
ington to watch the progress of our request 
closely in order to be able to withdraw it if 
it becomes reasonably certain that the ruling 
will be unfavorable? The bureau is a large 
organization and the request may be referred 
by the Taxpayers’ Rulings Section to other 
offices of the Bureau. It may be sent to 
the office of the Assistant Deputy Commis- 
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sioner, to the Deputy Commissioner or to 
one Or more sections in the Chief Counsel’s 
office and then to the Commissioner’s office. 


(3) What are we going to do if the ruling 
is issued and is unfavorable? It must be 
kept in mind that a copy of each ruling 
on a prospective transaction goes to the 
appropriate Revenue Agent in Charge and 
that it will almost always be followed by 
the examining agent in making his audit, 
particularly if it is adverse. If the corpo- 
ration is going to carry out the proposed 
sale anyway, regardless of the nature of the 
ruling, and the corporation’s tax advisors 
feel reasonably sure of the way the trans- 
action should be treated under the law and 
the regulations, it may be just as well not 
to run the risk of an unfavorable ruling. 
On the other hand, it is possible for a tax- 
payer's representative to tell from preliminary 
conversations with the Section what the 
ruling is likely to be, and if he feels that 
it will be favorable or that he can withdraw 
his request in time to avoid an unfavorable 
ruling, then there would be little harm in 
going ahead with it. 

(4) Are there any adverse factors in the 
taxpayer’s history that will not bear too 
much scrutiny? Requests for rulings may 
be and often are considered carefully by 
some of the best men in the Bureau, and in 
their investigation of one matter they may 
examine the returns for prior years and 
turn up something that the revenue agent 
missed or resolved in favor of the taxpayer. 


After considering these factors and hav- 
ing decided to ask for a ruling on the ques- 
tion of whether the proposed sale by the 
‘ corporation will give rise to capital gain or 
ordinary income, we then come to the mat- 
ter of framing the request. It should con- 
tain a complete and accurate statement of 
the facts pertinent to the proposed sale. 
This is important, for the Taxpayers’ Rul- 
ings Section must recité the facts in the 
ruling, and in the usual case the Section 
will take them substantially as they are set 
forth in the request. The ruling will be 
based on the facts as presented in the re- 
quest, and if the transaction as finally com- 
pleted differs in any material respect from 
that described in the request, the Bureau 
is not bound in any way to follow the rul- 
ing, for it has not really ruled on that 
transaction. 


Importance of Proper Presentation 


In presenting the facts, there must be 
included in the request copies of any docu- 


The 


ments bearing on the proposed sale. 


policy of the Bureau is to refuse to rule 
on hypothetical situations. For this reason, 
the facts must be stated in such a way as to 
make it apparent that this is not a hypo- 
thetical situation, but a real proposal, which 
we plan to complete. Also, it is best not 
to state the proposition in the alternative, 
for the Bureau may well ask us to make 
up our minds what we want to do before 
asking it to rule. It is essential that we 
state the names of the real parties in interest 
in our request, for otherwise the Bureau 
considers the question to be hypothetical. 


We must also set forth the reasons for 
requesting a ruling and the purpose of the 
proposed transaction. It should be clear 
from the request that we have a bona fide 
business purpose and are not merely seek- 
ing to reduce or dodge taxes. The policy 
of the Bureau is to refuse to rule on trans- 
actions which appear to be for the sole pur- 
pose of tax-dodging. 


It is important and entirely proper for 
the taxpayer to discuss in his request the 
state of the law, the regulations and any 
applicable court decisions and the reasons 
why he believes the Bureau should rule fav- 
orably on his proposed transaction. 


The request must be signed by the tax- 
payer or by its attorney or agent. If an 
attorney or agent signs the request for a 
ruling or expects to follow the matter in 
the Bureau, the request should be accom- 
panied by a power of attorney authorizing 
him to represent the taxpayer for that pur- 
pose. The ruling, when issued, is ordinarily 
sent direct to the taxpayer, and the attorney 
or agent is furnished a copy by the Bureau 
when the taxpayer so authorizes. 


The request can be filed either by mailing’ 
it to the Commissioner in Washington or 
by taking it to the Taxpayers’ Rulings Sec- 
tion. An informal conference serves the 
useful purpose of providing an opportunity 
to talk with one of the Bureau men about 
the request before it is filed. He may sug- 
gest something that has been omitted from 
the facts which should be added before the 
request is finally filed. We may also in such 
a conference get some idea how the Bureau 
will probably rule. If the proposed trans- 
action is complicated or involves a large 
potential tax, there is a further reason for 
a preliminary conference. We may find that 
the Bureau would be inclined to rule fav- 
orably if our proposed transaction is car- 
ried out one way, but unfavorably if it is car- 
ried out another way. We can revise our 
request, if necessary, to meet the Bureau 
view. We can also discuss the drafts of con- 
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tracts and perhaps modify them in the light 
of Bureau comments. 

When the request is in final form, it is 
filed with the Taxpayers’ Rulings Section. 
In a simple situation a ruling should issue 
within six working days. If the question 
is more complex, the Bureau will acknowl- 
edge the request within six days and say 
that the matter is being considered. 


However, what can a taxpayer’s repre- 
sentative do when a couple of weeks go by 
with no further word frora the Bureau? He 
can, if he wishes, telephone the Taxpayers’ 
Rulings Section and ask for the status of 
the request. Before telephoning, however, 
it is good practice to telegraph the Section, 
stating the name of the taxpayer and the 
date the request was filed, and that he is 
going to call at a particular time. The Sec- 
tion then has an opportunity to look up the 
request and have the information ready 
when the call comes in. 


Opportunity for Withdrawal 


Another way of checking on the progress 
is to follow the request with a personal visit 
to the Taxpayers’ Rulings Section. He may 
find that his request is meeting opposition 
and that the ruling will probably be adverse. 
At-this point, he may decide to withdraw 
the request. If it is withdrawn, the effect 
in the Taxpayers’ Rulings Section—and I 
emphasize Taxpayers’ Rulings Section be- 
cause the effect is entirely different in the 
Securities Unit—is as if the request had 
never been filed. The matter is sent to the 
closed, file, and no information is sent to 
the Revenue Agent in Charge. 


On the other hand, the taxpayer’s repre- 
sentative upon inquiring may find that the 
request has been sent out of the Taxpayers’ 
Rulings Section for further consideration. 
It is most difficult to learn what is happen- 
ing to it after it leaves that Section, and he 
may not be able to find out until the ruling 
issues. Ordinarily, a request is sent out of 
the Section because it involves a novel fact 
or law question, a particularly large amount 
of money or a very involved factual situa- 
tion. Otherwise, the matter is considered 
and determined by the Taxpayers’ Rulings 
Section and reviewed only by the Head of 
the Division or by the Deputy Commis- 
sioner’s office. 

When the ruling is finally issued, it may 
be signed either by the Commissioner, by 
the Deputy Commissioner of the Income 
Tax Unit or by the Head of the Practice 
and Procedure Division on behalf of the 
Deputy Commissioner. Each taxpayer prob- 
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ably would like to have his ruling signed by 
the Commissioner himself, but the force and 
validity of the ruling is not affected by the 
signature on it. One signature is as good 
as another and the taxpayer cannot control 
the way in which a ruling is signed. 

Once we get a ruling on the prospective 
transaction, we must make sure that the 
taxpayer carries out the transaction pre- 
cisely as it was outlined in the request for 
a ruling. Any substantial deviations from 
the facts as stated in the request will make 
the ruling ineffective. So much for the type 
of request which is handled by the Taxpay- 
ers’ Rulings Section. 

There is also the important type of re- 
quest which goes to the Securities Unit, and 
there are some important differences in the 
procedure there from that in the Taxpayers’ 
Rulings Section. The Securities Unit is 
concerned primarily with corporate reor- 
ganizations and certain exchanges under 
Section 112 and corporate distributions un- 
der Section 115 of the Internal Revenue 
Code. Because of the nature of these prob- 
lems, they are usually more complex and 
often involve greater sums of money than 
do the problems passed on by the Taxpay- 
ers’ Rulings Section. Questions passed 
upon by the Securities Unit include the tax 
consequences of a merger or consolidation 
or other type of corporate reorganization 
and such problems as the taxable status of 
stock dividends and other distributions by 
corporations. 

If there are several corporations involved 
in the proposed transaction, as there often 
are in a corporate reorganization, we must 
be sure all the parties join in the request 
for the ruling. Obviously, it is not possible 
to determine the taxable status of one cor- 
poration or its stockholders without con- 
sidering the effect of the transaction on the 
other parties to it. 

As previously mentioned herein, one of 
the factors to be considered in deciding 
whether to ask for a ruling at all is whether 
there is any questionable matter in the his- 
tory of the taxpayer that we do not want 
disturbed. This is particularly important 
in problems presented to the Securities 
Unit, for the best minds in the Bureau are 
concerned with these matters at one stage 
or another. Standard Bureau practice in 
the consideration of rulings requires the 
examination of the taxpayer’s prior returns, 
and they are likely to be scrutinized more 
thoroughly and searchingly than they were 
by the examining agent. There have been 
instances in which a request for a ruling 
as to whether a proposed redemption of 
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stock was taxable under Section 115 (g) as 
essentially equivalent to a dividend has re- 
sulted in the development of a good Sec- 
tion 102 case, much to the embarrassment 
of the taxpayer and his counsel. So it is 
important to be as sure as we possibly can 
that there is no collateral matter which may 
be upset by the request for a ruling. 


Other Side of the Ledger 


An equally important aspect of having the 
request considered by the best men in the 
Bureau, however, must not be overlooked. 
These men are ordinarily of much broader 
view than the examining officer and often 
are more willing to exercise their discretion 
than is an examining officer. Also, if the 
tax result of the proposed transaction turns 
on a difficult legal question, it is the usual 
procedure to have the request for a ruling 
considered by a lawyer, while it is not al- 
ways possible to have a lawyer consider 
the matter when it arises on audit in the field. 


Another very important difference in pro- 
cedure in the Securities Unit is with respect 
to the withdrawal of a request. The Tax- 
payers’ Rulings Section sends a withdrawn 
request for a ruling to the closed files with- 
out notifying the Revenue Agent in Charge 
of the request or the attitude of the Section 
toward it. The withdrawal of a request in 
the Securities Unit, however, does not mean 
that the Revenue Agent in Charge will have 
no notice of it. The Securities Unit exer- 
cises its discretion in these matters and 
often sends the Revenue Agent notice of the 
request, together with an indication of the 
attitude toward it of the Securities Unit 
and other offices in the Bureau that con- 
sidered it prior to its withdrawal. That 
means that if the attitude of the Bureau is 
adverse at the time of withdrawal, the ex- 
amining agent will probably know of it and 
it is quite likely that he will give consid- 
erable weight to such information in making 
his audit. 


This points.up the importance of making 
reasonably sure before filing the request 
that the Securities Unit is favorably inclined 


toward it. This can often be done by an 
informal conference. Before going into such 
a conference, however, we should make sure 
that we know the case thoroughly and are 
prepared to discuss all of its phases and 
ramifications. 

A third difference in procedure is with 
respect to referring requests to the Revenue 
Agent in Charge for comment. The Tax- 
payers’ Rulings Section does not make such 
reference with respect to requests coming 


before it, but the Securities Unit may do so. 
This means that we cannot count on getting 
a ruling in Washington on a corporate 
reorganization under Section 112 or on a 
corporate distribution under Section 115 
without having the local Revenue Agent in 
Charge participate in the decision. Thus, 
if the Agent in Charge knows. of some factor 
bearing adversely on the request, it may 
affect the decision on the ruling, even though 
the taxpayer’s representative deals solely with 
the Bureau in Washington. 


In other respects, the procedure in the 
Securities Unit is similar to that in the 
Taxpayers’ Rulings Section. Requests for 
rulings can be followed by telephoning or 
telegraphing the Securities Unit or by mak- 
ing a personal visit. If the taxpayer or his 
representative feels that he wants to amplify 
the facts and reasons given in the request by 
an oral presentation, a conference can be 
arranged with representatives of the Unit. 
Also, if the Bureau men have questions 
regarding the transactions, they may request 
the taxpayer or his representative to come 
in for a conference. 


As.in the case of rulings from the Tax- 
payers’ Rulings Section, rulings from the 
Securities Unit may be signed by the Com- 
missioner, by the Deputy Commissioner for 
the Income Tax Unit or by the Head of 
Audit Division B on behalf of the Deputy 
Commissioner. (Audit Division B is the 
Division of which the Securities Unit is a 
part.) Again, while the taxpayer may indi- 
cate that he will be satisfied by a so-called 
Head of Division Ruling or that he wants 
a ruling signed by the Commissioner, he 
may not get what he asks for in this respect. 
Regardless of the signature, however, all 
rulings are considered by the Bureau to 
have the same force and effect. 

Which brings us to the questions: What 
is the effect of a Bureau ruling? Is it bind- 
ing on the revenue agent who makes the 
examination after the transaction has been 
carried out and the return filed? Is the ruling 
binding on the Commissioner or can he change 
his mind and revoke or modify a ruling? 


On Revocation and Modification 


No bureau ruling is binding on the Com- 
missioner to the extent that he cannot re- 
voke or modify it. As a practical matter, 
however, rulings are rarely revoked or 
modified. In making rulings for taxpayers 
on prospective transactions, the Bureau is 
performing a service useful to the taxpayers 
and of considerable benefit to the orderly 
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administration of the revenue laws. It is 
well aware that it has a corresponding obli- 
gation to make and use those rulings in 
such a way that they can be relied upon 
by the taxpayers. 


A copy of each Bureau ruling is sent to 
the appropriate Revenue Agent in Charge 
or Collector of Internal Revenue (depend- 
ing upon which office has jurisdiction of the 
return), and is made a part of the taxpayer’s 
file in that office. When the examining 
officer begins his work, he has a copy of 
the ruling in his file. He is not bound to 
follow it, but Bureau policy strongly en- 
courages him to do so. If he feels he must 
disagree with the ruling, he can request his 
Agent in Charge or his Collector to ask the 
Bureau in Washington to revoke or modify 
it. This is particularly difficult in practice, 
because such action on the part of the ex- 
amining officer means that careful consid- 
eration must then be given the matter by 
the top men in the field office. In most in- 
stances, they will instruct the examining 
officer to follow the ruling, and will ask 
Washington to reverse itself only in very 
rare instances. 


It seems safe to say that a Bureau ruling 
will be followed by the examining officer in 
nearly every instance. This assumes, how- 
ever, that the law is not changed between 
the time when the ruling is issued and the 
proposed transaction is carried out. If there 
is a statutory change, the ruling is of no effect. 


While the Bureau usually follows its rul- 
ings, there is no statutory provision that 
requires it to do so. If the matter is so 
important and its tax consequences so grave, 
the taxpayer may consider it desirable to 
ask, not only for a ruling, but also for a 
closing agreement. 

Closing agreements under Section 3760 
are contracts between the taxpayer and the 
Commissioner with the approval of the Sec- 
retary of the Treasury. They are of no 
force or effect, however, upon a showing of 
fraud or misrepresentation of a material fact. 
Also, a closing agreement “with respect to 
any taxable period ending subsequent to the 
date of the agreement is subject to any 
change in or modification of the law enacted 
subsequent to the date of the agreement and 
applicable to such taxable period, and each 
closing agreement shall so state.” * 

Closing agreements will be entered into 
by the Commissioner with respect to tax- 
able periods which end prior to or subse- 


quent to the date of the agreement. Thus, 
both completed transactions and prospective 
transactions. may be made the subject of a 
closing agreement. If the year with respect 
to which an agreement is requested has 
ended, the agreement may settle the total 
tax liability for that year. If, however, the 
period has not yet ended—as would usually 
be the case where a prospective transaction 
is involved—the agreement may relate only 
to separate transactions affecting the total 
tax liability. 

In cases where the total tax liability is to 
be settled, Form 866 should be used. In 
cases relating only to specific matterg Form 
906 should be used. Form 906 may be used, 
for example, with respect to an agreement 
as to the amount of gross income, deduc- 
tions for losses, depreciation, depletion, the 


value of property on a basic date and many 
other situations. 


In agreements as to total tax liability for 
years ended prior to the date of the agree- 
ments, the tax must have been finally deter- 
mined and the amount of tax liability as 
shown by the agreement must represent the 
principal sum of tax liability, exclusive of 
interest or penalty. 


Ordinarily, no closing agreement as to 
total tax liability will be entered into except 
where there appears to be an advantage to 
both parties in taking such action, as in 
cases which have been settled by the tax- 
payer and the government making mutual 
concessions. Where the taxpayer is able 
to show sound reasons for desiring a closing 
agreement, however, and it is shown that 
the government will sustain no disadvantage 
through the acceptance of the agreement, 
an application for a closing agreement will 
not be rejected solely because there is no 
apparent advantage to the government. 
Examples of such cases include estates, 
where the fiduciary desires a final closing 
agreement in order that he may be dis- 
charged by the court; corporations in the 
process of dissolution which desire a final 
closing agreement in order to wind up their 
affairs; cases where, in connection with the 
taxpayer’s financial affairs, creditors demand 
evidence of a final determination of tax 
liability and cases where taxpayers desire 
to follow the consistent-practice of so closing 
their returns from year to year. 


A closing agreement as to specific matters, 
Form 906, should be secured whenever the 
taxpayer and the Commissioner have con- 





3 Since this paper was prepared, the Commis- 


sioner has issued Mim. 6383, bringing up to date 
previous mimeographs with respect to closing 
agreements under Section 3760. This mimeo- 


Bureau Rulings 


graph is published in the November 28, 1949 issue 
of the Internal Revenue Bulletin. 
4 Regulations 111, Appendix, Paragraph 47. 
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curred in the disposition of an item and 
such closing agreement is considered neces- 
Sary to insure consistent treatment of such 
item in any other taxable period. A ruling 
might and probably would effect such con- 
sistent treatment, but a closing agreement 
makes the matter certain. 


The subject of closing agreements with 
respect to any taxable period ending subse- 
quent to the date of the agreement is tied 
closely to Bureau rulings, because a Bureau 
ruling must be issued before this type of 
closing agreement can be entered into. The 
internal procedure followed in the Bureau 
is considerably different in the case of 
closing agreements as compared with ordi- 
nary rulings, and for that reason it is im- 
portant to decide which the taxpayer needs 
or wants before making the initial request. 


If a request for a ruling is filed, and the 
taxpayer or his representative later decides 
he would rather have a closing agreement, 
the work on the ruling must be dropped 
and, in most cases, an entirely new start 
made. It has been suggested by some Bureau 
men that a taxpayer or his representative 
will probably only make that blunder once! 
Be that as it may, certainly the chances of 
getting a favorable ruling or a closing agree- 
ment are much better if the taxpayer decides 
which one he wants before he begins. 


Applications for closing agreements on 
prospective transactions are first considered 
in the Income Tax Unit, the office in the 
Unit depending upon the jurisdiction over 
ordinary rulings. Thus, if the matter is one 
on which the Taxpayers’ Rulings Section 
would decide, that Section also gets the 
application for a closing agreement. An 
informal preliminary conference with the 
appropriate office is almost essential in the 
case of a closing agreement. It is not ad- 
visable to ask for such a conference until 
it has been decided exactly what the tax- 
payer wants the Bureau to agree to and 
until all the facts and controlling legal prin- 
ciples are well in mind. A ruling letter is 
prepared by the office considering the re- 
quest initially—for example, the Taxpayers’ 
Rulings Section or the Securities Unit— 
indicating whether or not the Commissioner 
will recommend the approval of the closing 
agreement as requested. If the recom- 
mendation is favorable, a closing agreement 
form is also prepared to accompany the 
proposed letter. From the Income Tax 
Unit, the matter goes to the office of the 
Chief Counsel. That office advises the Com- 
missioner whether or not, in its opinion, a 
closing agreement should be entered into. 
The letter informing the taxpayer of the 
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position of the Bureau is signed by the 
Commissioner. 

This letter is the ruling on the matter. 
If the ruling is favorable and indicates that 


‘the Commissioner will enter into an agree- 


ment, the proposed draft of the closing 
agreement is enclosed for the taxpayer’s 
signature. When the taxpayer returns the 
signed agreement, it is reviewed again in 
the Income Tax Unit, signed by the Com- 
missioner, and then sent in turn to the Chief 
Counsel of the Bureau of Internal Revenue, 
the General Counsel of the Treasury and 
the Office of the Secretary of the Treasury 
where, if it has been approved all along the 
line, it is finally approved by the Secretary. 
Obviously, a closing agreement is not ob- 
tained overnight and involves very little 
snap judgment! 


Watchword: Make Haste Slowly! 


The suggestion that careful thought be 
given to the risks before asking for a ruling 
is even more appropriate with respect to 
applications for closing agreements. Be- 
fore requesting a closing agreement relating 
to any open year, the taxpayer must deter- 
mine whether the issue or objective is worth 
the additional review of its entire tax history 
by a dozen or more of the most qualified 
officers in the Bureau. Such review is inevi- 
tably involved in an application for such agree- 
ment. While circumstances may justify 
risking such intensive review, the better 
procedure in many cases will be to let the 
statute of limitations run its course rather 
than risk raising obscure but technically 
valid and potentially expensive issues which 
the examining agent has already passed over. 


This process requires much more time than 
an ordinary ruling and also requires careful 
supervision and watching by the taxpayer’s 
representative. It must be reviewed by so 
many persons that it requires constant at- 
tention by one familiar with this-phase of 
Bureau practice to see that the request re- 
ceives favorable and expeditious treatment. 


When the decision has been made that a 
taxpayer’s ruling is desired—whether or not 
it is to be accompanied by a closing agree- 
ment—it must be kept in mind that the 
Commissioner cannot be forced to issue a 
ruling—he must be induced to issue it in 
the best interests of good revenue adminis- 
tration. A ruling may be very useful and 
important to the taxpayer; to induce the 
Commissioner to issue it requires timely 
and intelligent use of the procedures made 
available by the Bureau of Internal Revenue. 


[The End] 












By HAROLD W. WOLFRAM 


HE “right to be free of stale claims in 

time comes to prevail over the right to 
prosecute them.”’ Every taxpayer, honest, 
dishonest or indifferent, has a vital stake 
in the right to be free of stale claims—the 
right to have his innocence, if challenged, 
tested before “memories have faded, wit- 
nesses have died or disappeared, and evi- 
dence has been lost.” ” 

Criminal prosecutions under the internal 
revenue laws must be instituted within three 
Or six years next after the commission of 
the offense, with the proviso that the “time 
during which the person committing any of 
the offenses . . . is absent from the district 
wherein the same is committed shall not 
be taken as any part of the time limited by 


1Order of Railroad Telegraphers v. Railway 
Express Agency, 321 U. S. 342 (1944). 

2 Statutes of limitations have been described 
as “practical and pragmatic devices to spare 
the courts from litigation of stale claims, and 
the citizen from being put to his defense after 
memories have faded, witnesses have died or 
disappeared, and evidence has been lost.’’ Chase 
Securities Corporation v. Donaldson, 325 U. S. 
304 (1945). 

326 USC Section 3748: ‘‘No person shall be 
prosecuted, tried, or punished, for any of the 
various offenses arising under the internal rev- 
enue laws of the United States unless the 
indictment is found or the information insti- 
tuted within three years next after the com- 
mission of the offense, except that the period 
of limitation shall be six years— 

(1) for offenses involving the defrauding or 
attempting to defraud the United States or any 
agency thereof, whether by conspiracy or not, 
and in any manner, 

(2) for the offense of willfully attempting 
in any manner to evade or defeat any tax or 
the payment thereof, and 

““(3) for the offense of willfully aiding or 
assisting in, or procuring, counseling, or ad- 
vising, the preparation or presentation under, 





Statute of Limitations 


Tolling the Statute of Limitations 
in a Criminal Tax Case 


THE PROTECTION INTENDED BY THE STATUTE OF LIMITATIONS 
HAS PROVED TO BE ILLUSORY OVER A VERY BROAD AREA .... 


Mr. Wolfram is an attorney associated with Lloyd Paul Stryker, New York City 


law for the commencement of such pro- 
ceedings.” * The deceivingly simple words 
“absent from the district” may be, and have 
been, used to turn the sanctuary of the stat- 
ute into the perilous necessity of defending 
a criminal tax case long after evidence has 
disappeared, memories have faded and wit- 
nesses have gone. 


Indeed, the protection intended by the 
statute of limitations has proved to be 
illusory over a very broad area. Serious 
problems are invited in each of the follow- 
ing situations: 


(1) Where the taxpayer files a return in 
a district in which he neither resides nor has 
his principal place of business,‘ he may be 


or in connection with any matter arising under, 
the internal revenue laws, of a false or fraudu- 
lent return, affidavit, claim or document 
(whether or not such falsity or fraud is with 
the knowledge or consent of the person au- 
thorized or required to present such return, 
affidavit, claim, or document). 


“For offenses arising under section 37 of 
the Criminal Code, March 4, 1909, 35 Stat. 1096 
(U. S. C., Title 18, § 88), where the object of 
the conspiracy is to attempt in any manner 
to evade or defeat any tax or the payment 
thereof, the period of limitation shall also be 
six years. The time during which the person 
committing any of the offenses above mentioned 
is absent from the district wherein the same 
is committed shall not be taken as any part 
of the time limited by law for the commence- 
ment of such proceedings.”’ 


4 Although the Internal Revenue Code plainly 
provides that the income tax return of a 
resident individual shall be filed with the col- 
lector for the district in which the taxpayer 
has his legal residence or principal place of 
business (26 USC Section 53 (b) (1)), this pro- 
vision has been described as ‘‘directory only’’ 


(Continued on following page) 
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deemed “absent from the district,” and the 
statute of limitations may therefore be tolled. 

(2) Even where the return is filed in the 
district of the taxpayer’s residence or place 
of business, he may toll the statute of limi- 
tations by leaving the district subsequently 
to reside elsewhere, or by leaving the dis- 
trict sporadically for vacations or on business. 

(3) Even where the return is filed in the 
district of the taxpayer’s residence or place 
of business, one who is accused of willfully 
aiding or assisting in the preparation or pres- 
entation of a return® which is subsequently 
questioned in a criminal proceeding may find 
himself without the protection of any statute 
of limitations, on the ground that he has 
been “absent from the district,” if he, too, 
does not reside or have his place of business 
in the district in which the return is filed. 

(4) A nonresident alien seems peculiarly 
exposed to the hazard that the statute of 
limitations will never run against him if he 
is not present in the district in which the 
return is filed *® for a period of time equal to 
the applicable statute of limitations. 


‘‘Absent from the District’’ 


The word “absent,” as used in the context 
of this statute, may have one of two mean- 
ings: it may connote a former presence, or 
a duty to be present, followed by departure;" 
or, on the other hand, the word may mean 
“not present,” whether or not one has ever 
before been within the district. As the au- 
thorities stand at this moment, whether one 
interpretation or the other will be applied 
seems to depend on the particular district 
in which the question arises. 





(Footnote 4 continued) 

and not ‘‘mandatory’’ (U. 8. v. Dallas National 
Bank, 46-1 ustc § 9117, 152 F. (2d) 582 (CCA-5, 
1945)); and for a variety of reasons tax returns 
are often filed with the collector of another 
district. 

5 See 26 USC Section 3793 (b) (1). 

®If he has no legal residence or place of 
business in the United States, the taxpayer's 
return ‘‘shall be made’’ to the collector at Bal- 
timore, Maryland. 26 USC Section 53 (b) (1). 

7In Bell v. Villard, 48 Misc. 587 (S. Ct. West- 
chester Co., 1905), aff'd on the opinion of Mr. 
Justice Keogh at Special Term, 110 App. Div. 
916 (2d Dept., 1905), the court said: ‘I think 
when the statute speaks of persons ‘absent 
from the State’ it means residents of the State 
who happen to be absent therefrom. Absence 
presupposes former presence. It must be as- 
sumed that the Legislature used the words in 
their common and everyday meaning, and when 
a person is spoken of as absent from a cer- 
tain place it is intended to describe a person 
who was at one time in such place.”’ 

8 U. 8. v. Johnson, 43-1 ustc { 9470, 319 U. S. 
503; 18 USC Section 2 (a). The offense is 
deemed to have been committed in the dis- 
trict in which the return is filed. Wampler 
v. Snyder, 3 ustc § 1117, 66 F. (2d) 195 (CA 





A simple illustration should suffice to pose 
some of the problems involved. An account- 
ant who resides, and has his principal place 
of business, in Chicago, Illinois, aids and 
abets in the preparation of a return which 
is subsequently filed by a taxpayer with the 
collector of internal revenue in the Second 
Collection District of New York. The gov- 
ernment, contending that the return was 
filed with intent to evade or defeat the tax, 
has the following choice of alternatives: 


(1) The accountant may be indicted in 
the Southern District of New York as a 
principal charged with willfully attempting 
to evade and defeat the tax.’ 


(2) The accountant may be indicted in 
the Southern District of New York for aid- 
ing and abetting in the preparation and 
presentation of a false return.° 


(3) The accountant may be indicted in 
the Northern District of [Illinois for aiding 
and abetting in the preparation of the return.” 


Obviously, when an indictment is filed in the 
Southern District of New York, as it may 
be according to the authorities, the statute of 
limitations will never run if the accountant 
is deemed to be “absent” from the Southern 
District of New York while he remains out- 
side its boundaries. 


Moreover, if the taxpayer himself, in the 
foregoing illustration, does not reside within 
the Southern District of New York and does 
not spend any appreciable length of time 
therein, he, too, forfeits the protection of 
the statute in the event he is deemed to have 
been “absent” from the district in which the 
indictment is filed.” 


of DC, 1933); Bowles v. U. 8., 1934 CCH { 9546, 
73 F. (2d) 772 (CCA-4, 1934). 

®U. S. v. Kelley, 105 F. (2d) 912 (CCA-2, 
1939) ; 26 USC Section 3793 (b) (1). 

0 U, S. v. Newton, 68 F. (2d) 952 (DC Va., 
1946). The judgment below was affirmed in 
Newton v. U. 8., 47-2 ustc { 9353, 162 F. (2d) 
795 (CCA-4, 1947), the court indicating that 
‘an offense begun in one District and com- 
pleted in another, may be tried in either Dis- 
trict.’’ See 18 USC Section 3237. 

11 Does the word ‘‘district’’ refer to the dis- 
trict in which the court is located or to the 
collection district? Apparently, the court dis- 
trict is intended. When the statute under con- 
sideration was originally introduced in 1884, 
it carried with it the recommendation of the 
Commissioner of Internal Revenue, whose letter 
(15 Congressional Record 3097), endorsed by 
the Secretary of the Treasury, stated in part: 
“I respectfully suggest that Congress be re- 
quested to enact a statute, fixing the limita- 
tion for the prosecution of offenses against the 
revenue laws at a much less period than five 
years, aS now provided by law, except in cases 
where the accused places himself beyond the 
jurisdiction of the court of the district where 
the offense was committed.”’ 

(Continued on following page) 
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Conflict of Authorities 


The courts have failed to agree upon the 
meaning to be attributed to the word 
“absent” as used in this statute. In the Dis- 
trict of New Jersey it has been held that 
when a nonresident alien is not present in 
the district, either at the time the alleged 
offense is committed therein or thereafter, 
the period of limitations is not extended 
while he remains outside the district, since 
he is not to be deemed “absent from the 
district” within the meaning of the statute.” 


A diametrically opposite result was reached 
on a somewhat similar set of facts in the 
Southern District of New York in U. S. wv. 
Patenotre,* where a woman of seventy-eight 
and her son were indicted seventeen years 
after the filing of the alleged fraudulent 
return.* The taxpayer, Eleanor Louise 
Patenotre, was a citizen of the United States 
who resided in Paris, France, at the time 
the return was filed in the office of the col- 
lector for the Second Collection District of 
New York. From about one year prior to 
June 15, 1931, when the return was filed, 
until 1946, she resided abroad and was not 
present in the Southern District of New 
York. Her son and codefendant, Raymond 
Patenotre, was an alien who likewise resided 
abroad and was not present in the Southern 
District of New York from 1930 until 1946. 





Both defendants moved to dismiss the in- 
dictment on the ground that it was barred 
by the statute of limitations. The motions 
were denied. 


In seeking to discover the rationale of the 
proviso which tolls the statute of limitations 
while the defendant is “absent from the dis- 
trict,” the court pointed out: 


(1) That there is no need for the personal 
presence of a defendant in a jurisdiction in 
order for an indictment to be found against 
him therein. “ it is, therefore, difficult 
to understand why absence from the juris- 
diction should toll the statute of limitations 
against the finding of an indictment.” * 


(2) That there was no merit to the con- 
tention that the defendant’s absence should 
toll the statute of limitations on the theory 
“that such absence might delay or frustrate 
the usual preliminary investigatory processes 
of the government in income tax cases. 
There might be force in that argument were 
it not that the absence provided for in the 
statute is merely absence from ‘the district’. 
In that context, ‘absence’ would toll the 
statute in a case where one who commits a 
crime in the Southern District of New York 
remains in the Eastern District of New York, 
a stone’s throw away, an absence which 





{Footnote 11 continued) 

In a separate letter (ibid.), the Secretary 
of the Treasury stated: ‘‘A proviso excepting 
cases in which the accused party places him- 
self beyond the jurisdiction of the proper court 
should be inserted in the bill.’’ 

The question is not important, of course, 
where the collection district, the court district 
and the taxpayer’s residence or place of busi- 
ness all coincide; but where they do not—e.g., 
in the case of a taxpayer who is domiciled 
in the District of Columbia and is required 
to, and does, file his tax return with the col- 
lector of internal revenue in Baltimore, Mary- 
land (Bowles v. U. S8., supra, footnote 8)—his 
failure to be present within the territorial 
limits of the District Court of Maryland, since 
he resides within the territorial limits of the 
District Court of the United States for the Dis- 
trict of Colurabia, would seem to expose him 
to the hazards described in the text. 

2U, 8. v. Eliopoulos, 45 F. Supp. 777 (1942). 
In this case, the pertinent counts charged in 
the indictment were, first, that the defendants 
had violated the revenue laws of the United 
States relating to the tax imposed on the im- 
portation of morphine by importing that drug 
and failing to pay the tax thereon, and, second, 
that the defendants had imported morphine 
into the United States at Hoboken, New Jersey, 
and had failed to make the required return 
to the collector of internal revenue in New 
Jersey. 

13 48-2 ustc { 9419, 81 F. Supp. 1000 (1948). 

14The one-count indictment charged: ‘‘On or 
about the 15th day of June, 1931, in the South- 
ern District of New York, ELEANOR LOUISE 


Statute of Limitations 





PATENOTRE and RAYMOND PATENOTRE, 
the defendants herein, did wilfully and know- 
ingly attempt to defeat and evade a large part 
of the income tax due and owing by ELEANOR 
LOUISE PATENOTRE to the United States of 
America for the calendar year 1930 by filing 
and causing to be filed with the Collector of 
Internal Revenue for the Second Internal Rev- 
enue Collection District of New York, at New 
York, N. Y., a false and fraudulent income tax 
return.”’ 

1 The proviso which tolls the statute of lim- 
itations was added to the revenue laws in 1884, 
when there was no provision for a tax on in- 
comes. The word ‘‘absent’’ was apparently 
borrowed from civil statutes of limitations, 
prevalent since 1705, which were designed to 
thwart a debtor whose absence from the juris- 
diction would otherwise prevent the institution 
of suit while the statute of limitations ran 
against the claim. See Note, ‘‘Tolling the 
Statute of Limitations During the Debtor's 
Absence,’’ 46 Harvard Law Review 706 (1933). 
Where the action is purely in rem, ‘‘the courts 
have recognized that the presence of the de- 
fendant is unimportant and have refused to 
extend the period.’’ Where statutes permit 
substituted service at the domicile, ‘‘in the 
great majority of jurisdictions the absence of 
a resident is therefore held not to necessitate 
the application of the tolling statute.’’ How- 
ever, ‘‘even in these situations where personal 
judgments were always obtainable despite the 
defendant’s removal, some courts have adhered 
to a wooden interpretation of the absence stat- 
utes and extended the period of limitation.’’ 
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could in no way interfere with investigatory 
proceedings by the government.” * 


(3) That the word “absent” cannot be 
construed to mean “being away merely from 
the place where one would normally be ex- 
pected to be, e.g., from his regular place of 
abode or business, because the absence re- 
ferred to in this statute is absence from the 
district ‘wherein the same [the offense] is 
committed’—a district which need have no 
relation whatever to one’s regular place of 
abode or business.” 


After indicating these obvious incongrui- 
ties and stating that “it is difficult to ration- 
alize this statute,” the court concluded: 


“I find it impossible to give any meaning 
to the words ‘absent from the district’ which 
would make them inapplicable to persons who 
commit a crime here either after leaving or 
without ever having been within the juris- 
diction and remain away uninterruptedly 
thereafter with such permanence as these 
defendants.” ™ 


In the Patenotre case, the government did 
not contend, and the court did not find, that 
the failure of the defendants to be present 
in the district delayed or frustrated the 
preliminary investigatory processes of the 
government or interfered in any way with 
the finding of the indictment. 


Mathis and Frankel Cases 


Even where a taxpayer files a return in 
the district in which he resides or has his 
principal place of business, the proviso toll- 
ing the statute of limitations has raised prob- 
lems with serious consequences to the tax- 
payer. Suppose a taxpayer files his return 
in the district in which he resides or has his 
principal place of business, and subsequently 
leaves the district on vacation or on busi- 
ness. Is he “absent” from the district with- 
in the meaning of the statute, and does the 
period of time during which he is not present 
within the district extend the statute of limi- 
tations? Oddly enough, here, too, the courts 


%In U. 8. v. Anthracite Brewing Company, 
35-1 ustc 7 9351, 11 F. Supp. 1019 (1935), the 
defendants moved to dismiss an indictment filed 
in the Middle District of Pennsylvania on the 
ground that the statute of limitations barred 
the offenses alleged. The defendants claimed 
that during the limitation period they ‘‘were 
residents, taxpayers, and voters in the borough 
of Shenandoah, Pennsylvania, and in the Middle 
District of Pennsylvania.’’ Shenandoah was 
in fact located in the Eastern District of 
Pennsylvania and not in the Middle District 
of Pennsylvania. In refusing to dismiss the 
indictment, the court stated: ‘‘Defendants by 
their own pleading admit that they were ab- 
sent from the jurisdiction from the time of 
filing the income tax report to the present time. 


in the Southern District of New York and 
the District of New Jersey have found 
antithetical answers to the same question. 


In U. S. v. Mathis* the defendant was a 
resident of the District of New Jersey who 
had left the district on a number of occa- 
sions, his absences having been for “pleasure 
or business, with or without his wife, in the 
ordinary manner applicable to any other 
resident of the State.” The court dismissed 
the indictment on the ground that the stat- 
ute of limitations barred the offense charged 
therein, and stated: 


“It seems to me the absences must be such 
as interfere in some manner with the orderly 
method of finding an indictment, or which 
constitute an interference with the execution 
of process. . . . The defendant . . . main- 
tained a home always . in this district, 
and was out of the district for pleasure or 
business. I am convinced that to 
adjudicate such absences as being within 
the statute, and thereby extending the time 
of the running of the statute would be an 
abuse of ordinary criminal processes.” 


On the other hand, in U. S. v. Frankel,” 
a resident of the Southern District of New 
York similarly left the district on a few 
occasions for, as the court phrased it, “the 
wholly innocent purpose of recreation and 
refreshment.” The District Court sitting in 
the Southern District of New York denied 
the defendant’s motion to dismiss the in- 
dictment on the ground that the statute of 
limitations had barred the offense: 


“It must ever be remembered that it is 
easily possible for a person who is desirous 
of escaping prosecution, to pretend to be 
absent from a district wherein he offended 
against a particular statute, for recreational 
purposes. If the construction which defend- 
ant seeks to have placed upon the statutory 
period of limitation were adopted, it would 
mean that in every case of a defendant’s 
absence from his district, the reason for 
such absence might become a question of fact 


The statute specifically provides that the lim- 
itation period shall not run while the person 
committing the offense is absent from the dis- 
trict wherein the same was committed. See 
Capone v. Aderhold (D. C.) 2 F. Supp. 280.”’ 

11 The court’s opinion quoted from, but failed 
to distinguish, the Hliopoulos case, supra, foot- 
note 12. In the Eliopoulos case a court of 
coordinate jurisdiction had held that the very 
same words, ‘‘absent from the district,’’ could 
not be applied to persons who commit a crime 
in the district without ever having been within 
the jurisdiction, and who remain away unin- 
terruptedly thereafter, 

18 39-2 ustc { 9710, 28 F. Supp. 582 (1939). 

19 39-2 ustc { 9714 (1939)—not officially re- 
ported. 
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far more difficult of proof and determination 
than the main issue raised by the indictment.” 


On reargument, the court’s attention was 
drawn to the opinion of the District Court 
for the District of New Jersey in U. S. v. 
Mathis; but it refused to modify the deci- 
sion,” although it acknowledged that its dis- 
position of the motion was “diametrically 
opposed” to that of the District Court in 
the New Jersey case. 


Thus, the confusion engendered by the 
words “absent from the district” has resulted 
in the strange situation that sporadic ab- 
sences by a resident defendant from his 
district toll the statute of limitations if he 
happens to live in the Southern District 
of New York,” while such absences from 
his district will not toll the very same stat- 
ute if he happens to live across the boundary 
line in New Jersey,” and the likewise anoma- 
lous situation that a nonresident alien is 
deemed to be “absent” from the Southern 
District of New York within the meaning 
of the statute if he files a return from abroad 
and remains outside the district,” but is not 
considered “absent” from the district under 
similar conditions and under the same stat- 
ute if he happens to be accused of the 
identical crime in New Jersey.” 


Until the question receives definitive ap- 
pellate treatment in the courts or the atten- 
tion of Congress, the result arrived at in any 
particular case apparently will depend upon 
the somewhat fortuitous circumstances which 
determine the place where the indictment 
is returned. 


Remedy 


The likelihood of achieving uniformity of 
treatment for ambulatory taxpayers, and for 
those who prepare tax returns in general, 
through the functioning of the judicial 
precess would seem to be remote. Further- 
more, should uniformity be achieved by 
applying the rationale of the Patenotre case ™ 


20 Unreported opinion filed under Index No. 
C104-432 in the Southern District of New York. 

21.U0. S. v. Frankel, supra, footnote 19. 

2U. §. v. Mathis, supra, footnote 18. 

22U. S. v. Patenotre, supra footnote 13. 

*%U. §. v. Eliopoulos, supra, footnote 12. 

2 Supra, footnote 13. Under the rationale of 
the Patenotre case, a person who is employed 
in, and inhabits, the District of Columbia, seems 
to be caught in a curious crossfire. Persons 
are deemed to be domiciled in the District of 
Columbia who live there and ‘‘have no fixed 
and definite intent to return and make their 
homes where they were formerly domiciled.’’ 
District of Columbia v. Murphy, 314 U. S. 441 
(1941). See also Arbaugh v. District of Colum- 
bia, 176 F. (2d) 28 (CA of DC, 1949). If the 
taxpayer is domiciled in the state of his origin 
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throughout the districts, the paradox will 
remain that one taxpayer may escape trial 
by the proper application of the statute of 
limitations to a remote occurrence, while 
another is put to the burden and expense of 
a defense years after the alleged crime is 
committed, on the completely irrelevant 
ground that he has been “absent” from the 
district in which the indictment happens 
to be found. The application of the statute 
of limitations to criminal prosecutions should 
not continue to depend upon distinctions 
which are “difficult to rationalize.” * 


The remedy, therefore, seems to lie in an 
act of Congress eliminating the proviso.” 
Thus, the statute of limitations in tax prose- 
cutions would be tolled by the statute appli- 
cable to other federal criminal prosecutions: 
“No statute of limitations shall extend to 
any person fleeing from justice.” * 


The statute of limitations is either an ap- 
propriate device “to spare the courts from 
litigation of stale claims, and the citizen 
from being put to his defense after memories 
have faded, witnesses have died or disap- 
peared, and evidence has been lost,”™ or 
it is not. If these ends are not appropriate, 
or if the effective enforcement of the revenue 
laws requires the litigation of “stale claims,” 
under certain circumstances, with others than 
fugitives from justice, then the period of 
limitation itself should be enlarged to cover 
several specific and clearly defined contin- 
gencies, such as permanent residence abroad 
or permanent absence from the United States. 


Precautions 


In the event, not at all unlikely, that 
prompt action to eliminate the proviso does 
not ensue, it might be advisable to follow 
these suggestions in order to invoke the 
limited protection now available: 


(1) A resident taxpayer should file his 
return with the collector of the district in 


and files returns there, he tolls the statute of 
limitations while he remains in the District of 
Columbia. If he is domiciled in the District 
of Columbia and files returns with the collector 
at Baltimore, as he then is required to do 
(Bowles v. U. 8., supra, footnote 8), he like- 
wise tolls the statute of limitations while he 
remains in Washington, D. C. 

*°U, S. v. Patenotre, supra, footnote 13. 

27 **The time during which the person com- 
mitting any of the offenses . . . mentioned is 
absent from the district wherein the same is 
committed shall not be taken as any part of 
the time limited by law for the commencement 
of such proceedings.’’ 26 USC Section 3748. 

2818 USC Section 3290. 

2 Chase Securities Corporation v. Donaldson, 
supra, footnote 2. 
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which he resides, has his principal place of 
business or spends most of his time. If that 
district is the Southern District of New 
York, or any district in which a rule similar 
to the Frankel case” is hereafter enunciated, 
a special problem is posed since the statute 
will be tolled by virtue of the taxpayer’s 
departure from the district for any purpose— 
even for a short business trip or for a vaca- 
tion. In such cases it would be well for the 
taxpayer to be in a position to establish the 
date, on each occasion, when he returns to 
the jurisdiction.” 


(2) A nonresident taxpayer who has no 
place of business in the United States may 
find it advisable to file his return with one 
of the collectors of internal revenue in the 
State of New Jersey. This may prove to be 





authority of a District Court opinion in a 
case which did not involve the filing of an 
income tax return.” Furthermore, the recom- 
mendation can stand only so long as the 
taxpayer is permitted to choose the district 
in which he files his return, in the face of 
a statute which, in terms at least, requires 
one who has neither a residence nor a place 
of business in the United States to file with 
the collector at Baltimore, Maryland.™ 


(3) One who aids or assists in the prepa- 
ration of a return may, of course, avail him- 
self of the statute of limitations if his 
residence or place of business happens to 
coincide with the district in which the tax- 
payer files his return; if not, his only re- 
course would seem to be to preserve his 
records—and his witnesses—for a long, long 










a very unsatisfactory expedient since the 
recommendation is based upon the tenuous 


time. [The End] 


%0 Supra, footnote 19. 
The question of who has the burden of 
proving presence or absence from the district 
is beyond the scope of this paper. 


32 See U. S. v. Eliopoulos, supra, footnote 12. 
326 USC Section 53 (b) (1). Cf. U. 8. v. 
Dallas National Bank, supra, footnote 4. 




















STATE TAXES ON BUSINESS ANALYZED 


Taxes on business now account for “a vastly enlarged part” of the total 
of state tax collections, according to an analysis of state taxes on business, 
which has just been completed by the National Industrial Conference Board. 
These taxes amounted to 18.1 per cent of total state tax collections (excluding 
unemployment compensation) in 1948 and 19.1 per cent in 1949. In 1941, 
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they accounted for about 14.5 per cent of state collections. 





The corporation income tax provided the states utilizing this source “with 
more than $600 million in the fiscal year 1949,” more revenue than from the 
individual income tax. 


“On a regional basis, the Middle Atlantic States (New York, New Jersey, 
and Pennsylvania) had the highest business tax collections in 1948. Beth 
New York and Pennsylvania obtained almost one third of their tax revenues 
(excluding unemployment compensation) from these sources in 1948.” 


State and local taxes totaled $14.4 billion in 1948, a rise of almost $5 billion 
since 1942, the Board reveals. State taxes “alone accounted for $7.8 billion in 
1948, and increased to $8.3 billion in the fiscal year 1949” (including unemploy- 
ment compensation). 


On a per capita basis, state taxes “came to $57.43 in . 1949. Louisiana 
had the highest per capita taxes, $92.19; it was followed by Washington with 
$90.07, and California with $83.41. New York’s per capita tax collections came 
to $62.72 in 1949.” 
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Tax Refund Counterclaims and Setoffs 


Against the United States Government 


N AN ARTICLE which appeared in the 
September, 1949 issue of TAxEs—The Tax 
Magazine, under the title of “Jurisdiction 
of District Courts in Tax Refund Suits,” we 
made the argument that by reason of the revi- 
sion and re-enactment of the Judicial Code of 
the United States which became effective Sep- 
tember 1, 1948, the District Courts of the 
United States now had jurisdiction in suits 
against the United States on all tax refund 
claims, notwithstanding the facts that they 
might exceed $10,000 and that the Collector 
of Internal Revenue to whom such tax was 
paid might still be alive and in office. Ap- 
parently, the argument which the writer 
made in the case of U. S. v. Roxboro; Civil 
No. 47-641 (DC N. Y.), on April 8, 1949, 
must have had some swift repercussions in 
Washington, because on May 24, 1949, Section 
1346 of Title 28, U. S. Code, was specifically 
amended to close the loophole that had 
apparently crept into the law. All our briefs 
in the case were prepared prior to April 8, 
1949, When the judge’s decision was handed 
down on July 12, 1949, we read it carefully 
and were struck by the significant fact that 
Judge Kaufman, who wrote the decision, 
had ignored our argument about the fact of 
the change of law, but when we analyzed 
the decision very carefully, we noted the 
Section 1346 that he quoted was different 
from the Section 1346 on which we had 
based our arguments and which we had 
cited in our brief, and to which we referred 





1See U. 8S. v. Wissahickon Tool Works, Inc. 
et al., CCH Government Contracts Reports 
1 60,693. 
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in Actions in the District Courts 


By VICTOR R. WOLDER — — — — 


THE JUDICIARY NEEDS “ADEQUATE TOOLS AND RULES OF LAW 
- IN ORDER TO ACHIEVE A JUST AND EQUITABLE RESULT” 









— — — Attorney, New York City 


in our article. 28 USCA Section 1346, as 
amended May 24, 1949, now reads as follows: 


“(a) The District Courts shall have orig- 
inal jurisdiction, concurrent with the Court 
of Claims, of: 


“(1) Any civil action against the United 
States for the recovery of any internal- 
revenue tax alleged to have been erroneously 
or illegally assessed or collected, or any 
penalty claimed to have been collected with- 
out authority or any sum alleged to have 
been excessive, Or in any manner wrong- 
fully collected under the internal-revenue 
laws, (i) if the claim does not exceed $10,000 
or (ii) even if the claim exceeds $10,000 if 
the collector of internal revenue by whom 
such tax, penalty or sum was collected is 
dead or is not in office as collector of in- 
ternal revenue when such action is com- 
menced;” .. . 


The amendment of May 24, 1949, inserted 
into the law the following language: 


“(i) if the claim does not exceed $10,000 
or (ii).” 

It is apparent, therefore, that, as the law 
now reads, a tax refund claim cannot be 
prosecuted against the United States in the 
United States District Courts if the claim 
exceeds $10,000 unless the Collector of In- 
ternal Revenue to whom such tax was paid 
is dead or not in office when such action is 
commenced. The writer regrets exceedingly 
that this change in the law was not noted 
prior to the publication of his article in the 
September, 1949 issue of TAXEs. 
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Refund Counterclaims and Setoffs 
Against the Government 


In the Roxboro case above mentioned, the 
United States Government sued a corpora- 
tion for excessive profits which had been 
determined on renegotiation of war con- 
tracts. The contractor interposed two tax- 
refund counterclaims and setoffs, each of 
which was in excess of $10,000. In the first 
counterclaim and setoff, the collector to 
whom the tax had been paid was no longer 
in office, and the taxpayer alleged such fact. 
In the second counterclaim and setoff, no 
such allegation was made for the reason 
that the collector was still very much alive 
and still in office. The United States Govern- 
ment moved to strike out the counterclaims 
and setoffs on the ground that the court 
had no jurisdiction over the subject matter 
thereof. Taxpayers defended against such 
motion. The court granted the motion of 
the United States insofar as it related to 
the second cause of action and based its de- 
cision on Section 1346 of Title 28, USCA 
above referred to as amended. The court 
said with regard to the remaining counter- 
claim and setoff the following: 


“The first counterclaims and set-offs of 
defendants Roxboro and Wissahickon also 
allege claims for the refund of taxes. The 
Roxboro claim is in excess of $10,000 and 
exceeds that asserted by the United States, 
and it is alleged therein that the collector 
to whom the taxes were paid is no longer 
in office. The Wissahickon claim is for less 
than $10,000. The district court would there- 
fore have jurisdiction of these claims under 
the provisions of 28 U. S. C. A. § 1346, as 
amended, if they were brought as original suits. 


“The government contends, however, that 
this court lacks jurisdiction to entertain 
these counterclaims and setoffs in view of 
the fact that they arise out of transactions 
entirely different from those alleged in the 
complaints. 


“The general provisions concerning counter- 
claims are found in Rule 13 of the Fed- 
eral Rules of Civil Procedure. This rule 
provides for both ‘compulsory’ and ‘permis- 
sive’ counterclaims, and continues (sub- 
division (d)): 

“*These rules shall not be construed to 
enlarge beyond the limits now fixed by 
law the right to assert counterclaims or to 
claim credits against the United States or an 
officer or agency thereof.’ 


“It is, of course, fundamental that the 
United States may be sued only to the ex- 
tent that it has consented to be sued, and 


that this limitation applies as well to 
counterclaims as it does to original suits. 
United States v. Shaw, 309 U. S. 495; Nassau 
Smelting Works v. United States, 266 U. S. 
101. The only statute concerning the juris- 
diction of the District Courts to entertain 
counterclaims affecting the United States 
is 28 U. S. C. A. § 1346, which defines the 
jurisdiction of the District Courts in actions 
against the United States. Subdivision (c) 
of that section provides: 


“*The jurisdiction conferred by this sec- 
tion includes jurisdiction of any set-off, 
counterclaim or other claim or demand what- 
ever on the part of the United States against 
any plaintiff commencing an action under 
this section.’ 


“There is no reciprocal provision author- 
izing counterclaims against the United 
States in actions in which the United States 
is plaintiff, and it appears to be settled that 
although a claim may be of such a char- 
acter that an original suit might be brought 
on it against the United States, the provi- 
sions authorizing such a suit are not broad 
enough to authorize the assertion of the 
claim as a counterclaim in so far as it seeks 
to recover an affirmative judgment against 
the United States. United States v. Nipissing 
Mines Co., 2 Cir., 206 Fed. 431; see United 
States v. Shaw, 309 U.S. 495 [supra]; United 
States v. U. S. Fidelity Co., 309 U. S. 506; 
United States v. Biggs, 46 F. Supp. 8; 3 
Moore’s Federal Practice (2d Ed.) § 13.29. 
The motions to strike the counterclaims 
are to that extent granted. However, in 
view of the fact that the pleadings allege 
compliance with the provisions of 26 
U. S. C. A. §3772, and the demands as- 
serted are of the character of which this 
court would have jurisdiction in original 
suits, they are properly asserted here to the 
extent of set-offs, and the motions to strike 
them as such are denied. United States v. 
Niptssing Mines, supra; 28 U.S. C. A. § 2406; 
see 3 Moore’s Federal Practice (2d Ed.) 
§ 13.30.” 


Rules of Law Inadequate? 


While the writer has deep regard for the 
views of Mr. Justice Samuel H. Kaufman, 
who wrote the decision, the writer never- 
theless does not agree with the decision. 
The difficulty with the decision basically 
seems to be that as a member of the 
judiciary, Judge Kaufman has not been 
given adequate tools and rules of law with 
which to work in order to achieve a just 
and equitable result. Rather, he bases the 
decision upon logic and rules which are 
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reminiscent of the horse-and-buggy days 
and apparently indicate that an intelligent 
revision of the tax laws is vitally necessary. 
The purport of the decision by Judge Kauf- 
man is to the effect that if the United States 
Government has a claim against an indi- 
vidual and the individual has the offset claim 
against the United States Government, the 
individual may very well find himself in the 
position that the United States Government 
can reduce its claim to judgment and collect 
it, while the individual must go into another 
court (the United States Court of Claims) 
to seek his remedy there. Thus, an indi- 
vidual may have to wait a much longer 
period of time to recover on his claim 
against the government than it would take 
the government to collect from the indi- 
vidual. Further, the decision means that if 
the government has a claim for $100,000 
against a taxpayer and the taxpayer has a 
claim against the United States for $150,000, 
notwithstanding the fact that the taxpayer 
may have to engage in long-drawn-out and 
expensive litigation against the United 
States Government to establish the claim 
as an offset, the taxpayer may find that he 
cannot obtain an immediate judgment on 
the excess against the United States and 
may have to relitigate the entire question in 
the United States Court of Claims, go 
through additional expensive litigation with 
attendant delay and also find that, by having 
asserted the claim against the United States 
Government in the first instance as an offset, 
he has lost the difference between the 
$100,000 and the $150,000. 

Why should the laws permit the United 
States Government to assert a claim against 
the taxpayer, reduce it to judgment and 
possibly put the taxpayer out of business by 
the enforcement of the judgment when the 
taxpayer might have a valid claim against 
the United States Government in another 
suit in another jurisdiction? Citing U. S. v. 
Shaw, supra, with approval, the court in 
U. S. v, Lauer, 45 F. Supp. 670, said: 


“).. a counterclaim could not be main- 
tained against the United States in the 
absence of statutory authority, since the 
United States as a sovereign is immune to 
actions except to the extent that it specifi- 
cally consents thereto. It was squarely held 
that the institution of suit by the United 
States is not a waiver of its right to rely 
upon this immunity against the assertion of 
a counterclaim. The Supreme Court pointed 
out the dislocation of numerous govern- 
mental functions which would occur if the 
United States were forced to produce evi- 
dence and defend a counterciaim in any 
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tribunal where it might be required to assert 
a claim.” 


Perhaps the reasoning of the Court in 
U. S. v. Shaw may make good sense in 
various types of litigations, but it makes no 
sense to endeavor to apply it to tax refund 
cases when a decision in an action against 
the collector in the District Court since 1942 
is deemed res judicata against the United 
States Government. The United States At- 
torney’s Office represents the collector 
in the defense of any such claim. It 
is the very same Department of Justice 
that has jurisdiction and control over the 
matter. It is the very same court and 
the same place where the evidence is to be 
reviewed and decided. It is difficult to see 
how the reasoning of the case can apply. 


The defendant in the Roxboro case tried 
to make the collector of internal revenue a 
party defendant on the ground that the 
court surely had jurisdiction in a suit by 
the taxpayer against the collector, and that 
should judgment be obtained against the 
collector, then, upon the signing of a cer- 
tificate of probable cause, it converted the 
judgment into a claim against the United 
States. The court, in refusing to permit the 
collector to be made a party defendant, said: 


“Defendants have also set up these claims 
as counterclaims against James W. Johnson, 
the Collector of Internal Revenue for the 
third district, to whom it is alleged the taxes 
were paid, and defendants now move under 
Rule 13 (h) of the Federal Rules of Civil 
Procedure to make Johnson a party de- 
fendant to this action with respect to these 
claims. 


“Rule 13 (h), however, permits the joinder 
of an additional party only ‘when the pres- 
ence of parties other than those to the 
original action is required for the granting 
of complete relief in the determination of 
a counterclaim .. .’. Here the Court has no 
jurisdiction of the counterclaims as against 
the United States, and thus the effect of 
granting the motion would be to permit de- 
fendants to assert against persons who are 
not parties to the original action, new claims 
which have no relation to any claim orig- 
inally asserted of which this court has 
jurisdiction. 

“Rule 13 (h) is not applicable in such a 
situation, The fact that a judgment against 
the collector is converted for all practical 
purposes into a judgment against the United 
States when a certificate of probable cause 
is signed by the court under the provisions 
of 28 U.S. C. A. § 2006 (see Moore Ice Cream 
Co. v. Rose, 289 U. S. 373, 381) gives this 
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court no warrant to treat a suit against the 
Collector as identical with one against the 
United States. Cf. United States v. Kales, 
314 U. S. 186, 198 et seg.; Royal Worcester 
Corset Co. v. White, 40 F. Supp. 267; Mellon 
v. Heiner, 30 F. Supp. 948. 

“The motions by defendants Roxboro, 
Wilkes Barre and West Pittston to make 
Johnson a party to this action are denied, 
and the motions to strike defendants Rox- 
boro’s, Wilkes Barre’s and West Pittston’s 
first counterclaims against Johnson and de- 
fendant West Pittston’s second counter- 
claim against Johnson are granted.” 


Progressive Viewpoint Vital 


The court makes no mention of Section 
3772 (d) of Title 26, USC, which makes 
a suit against the collector res judicata as if 
the United States had been a party to such suit. 
Judge Kaufman has not employed a progres- 
sive viewpoint to keep in line with the trend of 
the times and has not applied the philosophical 
approach that the Judges of the Supreme 
Court have employed in the disposition of tax 
matters. The reason and philosophy of the Su- 
preme Court in Moore Ice Cream Company v. 
Rose, supra, is so applicable: 

“This collector did act under the direc- 
tions of the Secretary of the Treasury, 
or other proper officer of the government, 
in the collection of the tax. The complaint 
shows upon its face that the tax had been 
duly assessed by the Commissioner of In- 
ternal Revenue. In that situation the col- 
lector was under a ministerial duty to 
proceed to collect it. . There was nothing 
left to his discretion. Other duties less 
definitely prescribed may leave a margin for 
judgment and for individual initiative. ... 
There was no such margin here. His duty 
being imperative, he is protected by the 
command of his superior from liability for 
trespass ... and is entitled as of right to a 
certificate converting the suit against him 
into one against the government.... He 
would still have been under a duty to obey the 
command of his superior and collect the 
tax assessed. Also he would still have been 
under a duty to make prompt remittance to 
the Treasury. There had been confided to 
him no power to review or to revise.... The 
case is not one for a certificate of probable 
cause, as it might be if the officer had 
trespassed under a mistaken sense of duty. 
In such circumstances a certain latitude 
of judgment may be accorded to the cer- 
tifying judge, though even then it is enough 
that a seizure has been made upon grounds 
of reasonable suspicion. ... One does not 
speak of probable cause when justification is 


complete. Here the certifying judge will 
be subject to a specific duty upon the facts 
admitted by the demurrer to relieve the 
collector of personal liability and to shift 
the burden to the Treasury. ‘ 

“A suit against a collector who has col- 
lected a tax in the fulfillment of a ministerial 
duty is today an anomalous relic of bygone 
modes of thought. He is not suable as a 
trespasser, nor is he to pay out of his own 
purse. He is made a defendant because the 
statute has said for many years that such 
a remedy shall exist, though he has been 
guilty of no wrong, and though another is to 
pay ... . There may have been utility in 
such procedural devices in days when the gov- 
ernment was not suable as freely as now... . 
They have little utility today . . . . In such 
circumstances his presence as a defendant 
is merely a remedial expedient for bringing 
the government into court.” 


Recapitulation of Judge's Decisions 


Thus, to summarize Judge Kaufman’s de- 
cisions—he says, in substance: 

1. Even though the United States sues 
a taxpayer in a district court, 

2. And the taxpayer has a valid claim 
against the United States, 

3. And the taxpayer’s claim exceeds the 
government’s, 

4. And the taxpayer could bring the col- 
lector of internal revenue into court in a 
separate action, 

5. And any decision made in the action 
against the collector would be binding on 
the government, 

6. And if the taxpayer wins, the court 
would then of necessity have to make cer- 
tificate which would require the government 
to pay, 

7. And the United States Attorney and 
Department of Justice who would represent 
and protect the government would represent 
and protect the collector, etc.—the taxpayer 
cannot assert the claim as a counterclaim 
against the United States and cannot bring 
the collector of internal revenue into the suit 
as a party defendant. This is another case of 
putting John Q. Public over the barrel and 
rolling him hard. 

Congress could act fast between April 8, 
1949, and May 24, 1949, to bar taxpayers 
from asserting certain refund claims against 
the United States in the district courts. 
Surely it can and should act equally fast 
in making equitable and just laws to allow 
the little man to defend himself with the 
least expense and consumption of time. 


[The End] 
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LIFE INSURANCE 





By HARRISON B. CLAPP 


THIS PAPER WAS PRESENTED BEFORE THE INSURANCE SEC- 
TION OF THE AMERICAN BAR ASSOCIATION IN ST. LOUIS 


HE TERM “estate planning,” like many 

other phrases of disarming simplicity, 
has come to embrace such an awesome 
variety of legalistic concepts and techniques 
that its central purpose cannot be too often 
restated. Stripped of nonessentials, most 
definitions come to this: estate planning is 
the planned arrangement of an individual’s 
property so as to provide most effectively 
for his own future needs and, after his 
death, for the financial requirements of his 
family, their capabilities being taken into 
account. The goal of effectiveness, how- 
ever, assumes that the arrangement will be 
economical, so that the property values will 
be diminished as little as possible by taxes 
and other elements of shrinkage. Ina cur- 
rent article entitled “Estate Planning—Our 
Youngest Profession,”’? estate planning is 
defined as “the art of guiding a client in 
the creation, the conservation and the dis- 
position of his estate to the end that a 
maximum of security may be attained for 
himself and for those to whom he has an 
economic responsibility during his lifetime 
and after his death.” 


A recognition of the need for at least some 
planning is frequent. The individual who 
converts the bulk of his estate into high- 
grade bonds to protect his wife to some 
extent from the problems of investment and 
reinvestment is embarking upon an ele- 
mentary form of estate planning. The 
lawyer or life underwriter who recommends 
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that the bulk of a man’s insurance be made 
payable to named beneficiaries rather than 
to his executor, in order to avoid administra- 
tion charges and, in some states, the imposi- 
tion of state inheritance taxes, is also par- 
ticipating in an elementary technique of 
estate planning. Whether either of these 
techniques would be appropriate steps in a 
well-integrated plan could be determined 
only by a comprehensive analysis of the 
property, the circumstances and the people 
involved, as well as by a full understand- 
ing of the legal frame of reference within 
which the estate plan must operate. 


It would, of course, be naive to assume 
that estate planning can be accomplished 
today without reckoning with problems of 
federal income, estate and gift taxes. The 
marked increase in the impact of federal 
taxes in recent years makes the expense of 
ignoring them prohibitive. It would, how- 
ever, be equally naive to allow tax con- 
siderations to dominate an estate plan. A 
too-zealous search after the pot of gold 
of tax savings may often produce inflexi- 
bility or other problems far more serious 
than that of taxes, and enthusiasm for com- 
plex techniques should never blind the prac- 
titioner to the fact that no amount of 
planning can eliminate the dynamics of 
changing human situations. At times, to 
be sure, a lawyer may advise a client to turn 
off the toll road before the last toll gate 
if the traffic on the nontoll road will not 





delay him unduly. The experienced prac- 
titioner, however, will be extremely cautious 
in giving such advice, since in modern tax 
law there are many situations where the 
longer route is, or may be, taxed as if it 
were the shorter.” There is no magic crystal 
ball through which even the experienced 
practitioner can predict things to come, but 
he should have acquired a feeling for trends 
and will accordingly hesitate to use tech- 
niques which are potentially vulnerable. 
Since an estate plan is normally designed 
to operate over a long span of years, and 
is not open to basic change after the client’s 
death, recognition of these trends and points 
of vulnerability is particularly significant. 


There are no fixed patterns for solving 
estate-planning problems; each case de- 
serves the most careful analysis of which 
the experienced practitioner is capable. The 
diversity of problems which frequently exist 
in one estate-planning case, the variety of 
possible solutions to each individual problem 
and the many factors to be considered in 
selecting a solution of each problem were 
ably demonstrated in the discussion of one 
hypothetical case, which occupied an entire 
morning session of the New York Uni- 
versity Institute on Federal Taxation in the 
fall of 1948.° This discussion clearly em- 
phasized the importance of subordinating 
tax savings to basic requirements of 
liquidity, flexibility and the varying needs 
and capabilities of individual beneficiaries— 
requirements which always merit paramount 
consideration. 


To depart from generalizations, the phase 
of estate planning with which this paper 
must be primarily concerned is the func- 
tion of life insurance in the estate structure. 
“Sweeping statements about the importance 
of life insurance are commonplace—but its 
importance is not overstated,” says Joseph 


2 To cite one of many examples. consider the 
doctrine of the estate taxation of reciprocal 
trusts established by the decision in Lehman 
v. Commissioner, 40-1 ustc { 9198, 109 F. (2d) 
99 (CCA-2, 1940), cert. den. 310 U. S. 637%. In 
that case one brother created a trust with a 
life interest in favor of the other brother and 
a right in the other brother to invade the prin- 
cipal up to $150,000, with remainders over. 
Simultaneously, the other brother created a 
similar trust with a life interest in favor of the 
first brother, a like power of invasion, and 
remainders over. The decision held that the 
substance of the transaction was that each 
brother had created a trust with an interest 
reserved to himself, and that the transfer in 
each case was taxable on death to the extent 
of $150,000, with respect to which amount each 
brother was regarded as having reserved power 
to alter or amend _ Since the trusts here were 
created prior to March 3, 1931. the court was 
at that time prevented from taxing the balance 


Trachtman of the New York Bar, in the 
latest edition of his excellent monograph, 
Estate Planning, for the Practising Law 
Institute.* “Life insurance,” he continues, 
“is often the greatest asset in an estate and 
is a very important factor in planning large 
as well as small estates. The methods by 
which it may be used to solve problems 
are countless and are often neglected.” 


As this comment indicates, the importance 
of life insurance in the planning of estates 
is twofold: First, since life insurance con- 
stitutes a substantial, and in some instances 
the major, asset in more and more estates, 
the estate planner must be familiar with 
available methods of distribution of insur- 
ance, Second, since the life insurance policy 
of today, as developed in our keenly com- 
petitive atmosphere, is so highly flexible, the 
estate planner should know the many ways 
in which new purchases of insurance, prop- 
erly arranged, can be used to meet particular 
problems and achieve particular results. 


Any discussion within the limits of this 
paper can do little more than point out 
some of the uses to which life insurance is 
peculiarly adapted in estate planning and 
some of the special problems which life 
insurance raises for the planner. 


Planning for Retirement 


First of all, and above all else, the estate 
plan should provide for the client himself. 
Except for those fortunate clients who will 
have sufficient unearned income to supply 
their financial needs after retirement from 
active business or professional life, planning 
a man’s estate must begin with planning 
for his own retirement. For some, that re- 
tirement is compulsory; for others, to whom 
it is voluntary, there is a growing trend 
toward planned retirement. The increas- 


of the corpus as having been in substance trans- 
ferred with life income retained by the Supreme 
Court’s 1930 decision in May v. Heiner, 2 ustc 
7519, 281 U. S. 238 (1930). Now that the Su- 
preme Court, in Commissioner v. Estate of 
Church, 49-1 ustc { 10,702, 335 U. S. 632 (1949), 
has seen fit to reverse the attitude it expressed 
in May v. Heiner, the fact that such trusts were 
created prior to 1931 would not prevent a court 
from taxing the entire corpus. Consider, how- 
ever, the possible modifications in the Lehman 
doctrine that may result from the decision in 
In re Lueder’s Estate, 47-2 uste § 10,576, 164 
F. (2d) 128 (CCA-3, 1947). 

3 Wormser, Hilgedag and Cohen, ‘‘Estate 
Planning: The Case of Mr. Burch,’’ Proceedings 
of the New York University Seventh Annual 
Institute on Federal Taxation (1949), p. 629. 

* Revised to June 1, 1949. Thirty-four of the 
170 pages of this valuable monograph are de- 
voted to life insurance. 
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ing prevalence of compulsory retirement 
throughout industry, in part under plans 
encouraged by Sections 22 (p) and 165 of 
the Internal Revenue Code, has tended to 
weaken the ranks of those who plan to “die 
in harness,” and to make voluntary retire- 
ment at an earlier age attractive. 


For the person covered by a pension 
plan, the individually purchased retirement 
income policy offers a means of supplement- 
ing income otherwise available during re- 
tirement years, at the same time substan- 
tially increasing the estate if death occurs 
before retirement. For the individual not 
covered by a pension plan, the use of such 
a policy is even more important. Such a 
policy, of course, guarantees to the policy- 
holder at retirement the availability of life- 
income settlements based on present mor- 
tality assumptions, even though rates on 
single-premium annuities may increase dur- 
ing the intervening period. Furthermore, 
investment in such a policy offers, at the 
present time, certain income tax advantages, 
including freedom from tax on gain at the 
contract’s maturity if provision for payment 
in installments is made in advance of 
maturity.® 

Provision for retirement income is some- 
times made through a deferred-compensation 
contract. This type of contract, where an 
important employee agrees to accept the 
corporation’s promise for deferred compen- 
sation payable after retirement in lieu of 
a current increase in salary, is sometimes 
funded by corporation-purchased insurance. 
Before such a contract is entered into, 
especially if insurance or annuity contracts 
are being considered for funding, the plan 
should be carefully analyzed and the par- 
ties made aware of the possible income tax 


5 The maturity of the policy during the life 
of the insured does not result in constructive 
receipt of the excess of the maturity value over 
net premiums paid where the maturity value is 
taken under policy provisions for, or an optional 
settlement election in advance of maturity is 
made for, payment of the maturity value in 
annuity income. G. C. M. 21666, 1940-1 CB 116; 
G. C. M. 22519, 1940-1 CB 330. ‘‘Annuity’’ in- 
come is now limited to income the continued 
payment of which is conditioned upon the con- 
tinuance of one or more lives, the amount of 
each payment being determined by life con- 
tingency tables. George H. Thornley, CCH Dec. 
13,301, 2 TC 220 (1943), T. D. 5684, 1949-3-13014. 
Similarly, the constructive-receipt doctrine does 
not apply at maturity when, ‘in advance of 
maturity, the policyholder elects to take the 
maturity value under a settlement option in 
installments over a term of years or in install- 
ments of a specified amount until proceeds, to- 
gether with additions, are exhausted. I. T. 3963, 
1949-15-13130. Proceeds of government endow- 
ments are not subject to income tax, even 
though taken in a lump sum. 
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consequences. Careful consideration should 
be given to the possiblity of a substantial 
tax at the time of retirement on the present 
value of all future payments, and to the 
possibility of the employer’s losing for all 
time the right to deduct amounts paid.’ 
Nothing could be more logical than that 
such plans, if they are to be used, be funded 
with life insurance or annuity contracts. 
It is to be hoped that the income tax con- 
sequences will be clarified. 


Settlement Options 


In the plan for estate distribution after 
an individual’s death, the peculiar appro- 
priateness of life insurance is apparent. 
Perhaps the most fundamental character- 
istic of the life insurance policy is that im- 
mediately on the insured’s death it brings 
into being a fund of a specified amount. 
This is true regardless of the number of © 
premiums the insured has lived to pay 
toward the fund. Further, the existence of 
the fund when it is needed is guaranteed by 
companies whose ability to weather eco- 
nomic storms has been repeatedly demon- 
strated. The life insurance policy, therefore, 
offers an excellent medium for providing 
at least the minimum financial requirements 
of an individual’s family after his death. 
These requirements normally include a so- 
called “clean-up fund” for the payment of 
outstanding debts, death taxes and other 
final expenses; a fund to assist the family 
in making the adjustments necessary to a 
reduced income; a fund to guarantee the 
desired educational program for the chil- 
dren; an emergency fund and provision for 
a regular periodic income necessary as a 
basic minimum to enable the family to main- 


* For a comprehensive discussion of the prob- 
lems, see Blodgett, ‘‘Deferred Compensation of 
Executives,’’ Proceedings of the New York Uni- 
versity Sixth Annual Institute on Federal Taxa- 
tion (1948), p. 764, and a supplement, Blodgett, 
“Recent Developments Concerning Deferred 
Compensation Plans,’’ Proceedings of the New 
York University Seventh Annual Institute on 
Federal Taxation, p. 1093. See also Hilgedag, 
“‘Salary Continuance Plans Accompanied by Life 
Insurance,’’ Proceedings of the New York Uni- 
versity Sixth Annual Institute on Federal Taxa- 
tion, p. 827; Ahern, ‘‘Deferred Compensation 
Arrangements,’’ Proceedings of the New York 
Uniwersity Seventh Annual Institute on Federal 
Taxation, p. 858; Topping, ‘‘Life Insurance as 
an Implement to Deferred Compensation,”’ In- 
surance Counsel Journal, July, 1948, p. 184; 
MacKay, ‘‘Deferred Compensation Contracts,’’ 
1 Journal of the American Society of Chartered 
Life Underwriters 301 (1947); and a significant 
article written as a fictitious Supreme Court 
decision involving definite vesting, Eisenstein, 
“‘A Case of Deferred Compensation,’’ 4 Tax Law 
Review 391 (1949). 
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tain a reasonable standard of living. Life 
insurance provides the most economical 
method of meeting these minimum require- 
ments with certainty. 

In planning the most effective distribu- 
tion of existing insurance as a means of 
partially or wholly planning for these re- 
quirements, the service of an experienced 
life underwriter is advisable in working out 
the details of the use of settlement options 
in the individual case. 

Normally the proceeds constituting the 
“clean-up fund” are made payable in one 
sum to the wife rather than to the executor, 
in order to avoid administration charges 
and, in some states, inheritance taxes on 
the fund. Unless the estate has sufficient 
liquid funds, the wife, upon receipt of the 
proceeds, is in a position either to lend the 
fund to the executor or to use it in pur- 
chasing nonliquid estate assets from the 
executor. To do so will presumably be to 
her advantage as a primary beneficiary 
under the will. If there is any reason to 
anticipate that it will not be to her advan- 
tage to advance funds to the estate (and 
there are such cases), it may be preferable 
to make the fund payable directly to the 
executor. 

The size of such a “clean-up fund” will, 
of course, vary widely for different cases. 
Where part of the fund is intended to meet 
estate taxes and the insurance so to be 
used is itself subject to estate tax, then, of 
course, proportionately more insurance will 
have to be set aside for that purpose than 
the anticipated amount of estate tax lia- 
bility on the remainder of the estate. It 
can easily be demonstrated, however, that 
the difference between the death proceeds 
and the premiums paid toward them con- 
stitutes a gain only partially diminished by 
the estate tax on the proceeds. The impor- 
tance of providing the necessary ‘“clean- 
up fund” is evidenced particularly in those 
estates where the bulk of estate assets are 
relatively nonliquid, and where their forced 
sale to meet tax and other liabilities could 
prove damaging or disastrous. 


The proceeds constituting the educational 
and emergency funds will frequently be 


™For a valuable discussion of potential tax 
implications in withdrawal privileges, see Frey- 
burger, ‘‘Powers of Invasion in Settlement 
Agreements,’’ 2 Journal of The American So- 
ciety of Chartered Life Underwriters 363 (1948). 

8’ For a discussion of the historical develop- 
ment of life insurance settlement options, see 
Guest, ‘‘Development of Optional Settlements.’’ 
In The Beneficiary in Life Insurance (University 
of Pennsylvania Press, 1948), which contains a 
number of chapters on various aspects of life 
insurance valuable to the estate planner. For 


permitted to remain with the insurer at 
interest, with full or partial rights of with- 
drawal.’ The adjustment fund may be al- 
lowed to remain at interest, subject to 
withdrawal privileges, although it may be 
more useful to have the proceeds paid in 
periodic installments during the years in 
which readjustment will take place. 


The proceeds designed to provide a 
minimum periodic income may be left under 
a settlement option providing income for 
life, with or without a certain number of 
installments stipulated, or under a settle- 
ment option providing for payment over a 
specified number of years, or in a specified 
monthly amount until principal and interest 
are exhausted. In those companies which 
permit a beneficiary to change from a 
straight interest option to a life income 
option, it may be practical to provide for 
a combination of the two. A portion of 
the fund might be paid in installments until, 
say, age sixty-five, while the balance of the 
fund is retained at interest, with the right 
on the part of the beneficiary to elect a 
life income, or such other income as may 
appear advisable, at sixty-five on the por- 
tion theretofore retained at interest. 

Although the companies make no specific 
charge for the use of settlement options 
and although provision for these benefits 
involves both administrative costs and 
ever-increasing investment problems, the 
companies have continued to keep these 
options available.* By the very nature of 
the obligation of the insurer, the same 
degree of flexibility and the same use of 
discretionary powers which can be obtained 
through a properly administered trust are 
not made available. This has been empha- 
sized by some writers.® Certain character- 
istics of settlement options, however, seem 
to have proved particularly attractive. 
Among these are the security resulting from 
the assumption of contractual liability for 
principal and income, as against the absence 
of guarantee as to either principal or in- 
come; protection of beneficiaries against 
creditors’ claims by so-called “spendthrift” 
clauses; the currently favorable income 


a comprehensive current discussion of legal 
aspects of settlement options, see Davis, ‘‘Some 
of the Legal Problems Created by Optional 
Settlements,’’ 3 Journal of the American So- 
ciety of Chartered Life Underwriters 254 and 
353 (June and September, 1949). 

®*Shattuck, An Estate Planner’s Handbook 
(1948), pp. 35-58. 

Griswold, Spendthrift Trusts (1947); Spen- 
cer, ‘‘Rights of Creditors in Life Insurance,’’ in 
The Beneficiary in Life Insurance, pp. 56-60, 
with statutory provisions listed at p. 58. 
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tax treatment of installment payments; ™ 
and the absence of any specific charge for 
this type of distribution. As a practical 
matter, the cooperative attitude of many 
companies in drafting contract amendments 
for payment under settlement options to 
meet complex requirements and the in- 
genuity of experienced life underwriters 
have done much to establish a considerable 
degree of flexibility in optional settlement 
programs. 


Inter-Vivos Insurance Trusts 


In the distribution of larger amounts of 
insurance, the desire for greater flexibility 
and for the exercise of discretion in pay- 
ment of income and principal may dictate 
the use of a trust rather than settlement 
options. In some instances it may be ap- 
propriate to make use of settlement options 
to provide minimum family requirements 
and to use a trust as a medium for the 
distribution of the remaining insurance. 


Mayo Shattuck, a strong adherent of the 
insurance trust, “has been unable to discover 
any yardstick or formula which will decide 
this troublesome question”—that is, when. 
the trust should be used. “In practice,” he 
states, he has “recommended that ‘small’ 
amounts of insurance be left on option; that 
‘moderately substantial’ amounts be divided 
between option settlements and the trust 
(placing the older policies on the option 
arrangement); that ‘large amounts’ of in- 
surance be similarly divided or placed in 
trust. . . . Collateral circumstances such 
as taxes and health and outside income 
factors often dictate the decision.” * 


In any event, each family situation should 
be considered on its own facts, and the 
practitioner will do well to have the active 
cooperation of both an experienced life 
underwriter and a trust officer. 


If trust distribution is desirable, the estab- 
lishment of an inter-vivos trust will usually 
be necessary. Payment of proceeds to trus- 


11For an excellent discussion of changes in 
the income tax treatment of life insurance death 
proceeds payable in installments, see Hilde- 
brand, ‘‘Taxation of Life Insurance Policy Pro- 
ceeds,’’ in The Beneficiary in Life Insurance, 
pp. 187-192. Acquiescence by the Commissioner 
(1949-12-11090) in Grace R. Maxson Hall, CCH 
Dec. 16,874, 12 TC 419 (1949), indicates that 
where, at the insured’s death, loans are out- 
standing on the policy, and the insurance com- 
pany permits the beneficiary to pay off the 
loans so that the entire face amount of the 
policy may go under installment settlement 
option, part of each installment will eventually 
be taxable. A portion of each installment pay- 
ment will be regarded as allocable to the loan 
repayment; and after sufficient installments have 
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tees of a testamentary trust is generally not 
feasible. Because of the legal and admin- 
istrative difficulties involved, most life com- 
panies will not accept the designation as 
policy beneficiaries of persons named in the 
insured’s will as trustees of a trust created 
by the will.” 


Sometimes, from the estate planner’s 
viewpoint, it would seem attractive for 
settlement options to be available to the 
trustee at the insured’s death, so that the 
advantages of settlement options could be 
combined with trust flexibility.* Nearly all 
insurance companies today, however, in- 
clude in their policies a prohibition against 
the election of settlement options by a trus- 
tee or payment under settlement options to 
a trustee. Substantial reasons support the 
position of the life companies. Entirely 
apart from the additional investment re- 
sponsibility which would be shifted from 
trust companies to insurance companies, 
particularly in times of depression, substan- 
tial questions of construction of trust instru- 
ments and of conflicts of laws would arise.* 


If an inter-vivos trust is to be established 
on a revocable basis, with policies of insur- 
ance on the life of the grantor in which 
he has reserved control to be deposited with 
the trustee, it will customarily be satisfac- 
tory to designate the trustee as beneficiary 
of the insurance. The trust instrument 
should clearly indicate not only the reserva- 
tion to the grantor of rights of alteration, 
amendment and revocation of the trust in- 
strument but also, and specifically, the 
reservation to him of the various rights of 
use and enjoyment of the insurance policies. 

The trust may be unfunded, in which case 
the grantor himself has the responsibility 
for continuing premium payments, or may 
be funded by the transfer to the trustee of 
a sufficient amount of securities so that the 
income from them will enable the trustee 
to continue the payment of premiums. Due 
consideration must be given to the rule 


been received so that the sum of these por- 
tions equals the loan, that portion of each 
future installment will be subject to tax. 

2 Op. cit., p. 34. 

18 See letter from Robert Dechert, 3 Journal 
of the American Society of Chartered Life 
Underwriters 288 (June, 1949). 

144 Elrod, ‘‘The Estate Planner’s Viewpoint on 
Life Insurance Settlements With Trustee Bene- 
ficiaries,’’ 1 Journal of the American Society of 
Chartered Life Underwriters 255 (1947). 

1 Pease, ‘‘The Life Insurance Companies’ 
Viewpoint on Life Insurance Settlements with 
Trustee Beneficiaries, 1 Journal of the Ameri- 
can Society of Chartered Life Underwriters 262 
(1947). See also Shattuck, op. cit., pp. 43-46. 





67 


against perpetuities and to the related rules 
concerning restraints and accumulations. 

The current establishment of an irrev- 
ocable insurance trust, funded or unfunded, 
of policies on the life of the grantor should 
be made only after careful study of the 
results to be accomplished and the implica- 
tions taxwise. Estate tax saving would be 
dubious, for the reasons mentioned below, 
as to current gift transfers of policies to 
individuals. Further, no income tax sav- 
ing would result since the income of the 
trust would remain taxable to the grantor 
under Section 167 (a) (3) of the Internal 
Revenue Code.” 


Federal Estate Taxation 
of Life Insurance Proceeds 


Frequently in the course of planning an 
estate it will be advantageous that addi- 
tional coverage on his life be recommended 
to the client. Perhaps it may be to create 
a liquid fund at his death out of which 
taxes and other estate charges may be met 
without forced liquidation of other estate 
assets. Perhaps it may be to make available 
additional income-producing capital to pro- 
vide income to dependents. In any case 
where new insurance is to be purchased, a 
decision must be made as to the appropriate 
form which the policy should take, the per- 
son by whom application for the contract 
should be made, the ownership rights 
which should be granted and the limitations, 
if any, which should be placed on those 
rights. Frequently implicit in such a deci- 
sion is the recognition of federal estate tax 
implications in the form of policy to be 
selected. 

Ever since the 1942 Revenue Act elimi- 
nated the ambiguous statutory phrase 
“taken out by the decedent” as the criterion 
of estate taxability,” we have had two mod- 
erately clear alternative criteria of taxa- 
bility: (1) payment of premiums, directly 


1% Section 167 (a) (3) states: ‘‘Where any 
part of the income of a trust... is,-or in 
the discretion of the grantor or of any person 
not having a substantial adverse interest in 
the disposition of such part of the income may 
be, applied to the payment of premiums upon 
policies of insurance on the life of the grantor 
(except policies of insurance irrevocably pay- 
able for the purpose and in the manner specified 
in section 23 (0), relating to the so-called 
‘charitable contribution’ deduction); then such 
part of the income of the trust shall be in- 
cluded in computing the net income of the 
grantor.’’ Under Section 167 (b) the term ‘‘in 
the discretion of the grantor’’ means ‘‘in the 
discretion of the grantor, either alone or in 
conjunction with any person not having a sub- 
stantial adverse interest in the disposition of 
the part of the income in question.”’ 


or indirectly, by the deceased insured; (2) 
possession by the insured, at death, of any 
of the incidents of ownership, such as the 
right to change the beneficiary or borrow 
on the policy, whether such incidents of 
ownership were exercisable by the insured 
alone or by him in conjunction with any 
other person. If at death the insured pos- 
sessed no incidents of ownership in the 
policy, and if only a portion of the premiums 
were traceable to him, then the taxable por- 
tion of the proceeds is that portion of the 
total proceeds represented by the ratio of pre- 
miums paid by him to the total premiums paid. 
One exception to this latter rule exists, 
applicable only to policies transferred prior 
to 1941: if the insured possessed no inci- 
dents of ownership in the policy after 
January 10, 1941, his earlier payment of pre- 
miums is disregarded. For purposes of this 
exception, the retention of a reversionary 
interest by the insured is clearly to be re- 
garded as an incident of ownership. 
Generally, the current gift transfer of 
the incidents of ownership in an existing 
policy from an insured who has paid several 
prior premiums to a new premium payor 
offers relatively little estate tax advantage. 
The insured’s previous payment of pre- 
miums would subject a portion of the pro- 
ceeds attributable to his premium payments 
to estate tax. Thus, if the transfer is of 
fully paid-up policies, the entire proceeds 
will be includible despite the transfer. 
Furthermore, there is a tendency on the 
part of the Treasury Department to scru- 
tinize such transfers carefully for motives 
in contemplation of death™ It is to be 
noted, however, that if a particular trans- 
fer of a life insurance policy is held to have 
been made in contemplation of death, recog- 
nition should be given to the fact that part 
of the death proceeds arises from premiums 
paid by the transferee.” If the transfer 
of an existing policy is planned, it is advis- 
able to eliminate the retention of-any rever- 


11 Chapter 10 of Randolph Paul’s superb text, 
Federal Estate and Gift Taxation (1942) and 
the corresponding sections of its 1946 Supple- 
ment are devoted to the estate tax status of 
life insurance, and contain a discussion of the 
history of the pertinent law and regulations 
outstanding for the subtle humor that char- 
acterizes these volumes. 

1% See Guterman, ‘‘Transfers of Life Insur- 
ance and the Federal Estate Tax,’’ Proceedings 
of the New York University Sixth Annual In- 
stitute on Federal Taxation, p. 31; Guterman, 
“Transfers of Life Insurance and the Federal 
Estate Tax,’’ 48 Columbia Law Review 37 (1948). 

1” Liebmann v. Hassett, 45-1 ustc {| 10,184, 148 
F. (2d) 247 (CCA-1, 1945). 
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sionary interest. The Treasury Regulations 
indicate that even though a reversionary 
interest is not generally regarded as an in- 
cident of ownership, the retention of such 
an interest may subject the proceeds to 
tax under the Code section dealing with 
gifts conditioned on survivorship. The 
broad sweep of the Supreme Court’s deci- 
sion in the Spiegel ® case makes this warn- 
ing particularly significant. 


In selecting the appropriate form of 
policy for new coverage, then, it may be 
assumed that the proceeds of any currently 
purchased policy will be taxable under 
present law if incidents of ownership are 
retained by the insured. Even though he 
does not retain incidents of ownership, 
taxability will follow if he pays the pre- 
miums, either directly or indirectly. On the 
other hand, a policy on his life applied for 
on what is frequently called a “proposer” 
form of application by someone else with an 
insurable interest in his continued life 
should not result in estate taxability of the 
proceeds at the insured’s death, under 
present law, provided that premiums thereon 
are not traceable to funds of the insured or 
to funds transferred by the insured to the 
premium payor, and provided that adequate 
records evidencing the source of premium 
payments are maintained. 


A wife’s purchase of insurance on the 
life of her husband simultaneously with the 
husband’s purchase of insurance on the life 
of his wife should be avoided in view of the 
doctrine of the estate taxability of reciprocal 
trusts in the Lehman case.” 


Policies Owned 
by Other Than Insured 


The ability to place all ownership rights 
in someone other than the insured, a feature 
developed in relatively recent years, is one 
of the elements of flexibility in the life insur- 
ance contract today. The ownership of such 
a policy on the life of another quite prop- 


Estate of Sidney M. Spiegel v. Commis- 
sioner, 49-1 ustc 7 10,703, 335 U. S. 701 (1949). 

21See Lehman v. Commissioner, supra, foot- 
note 2. Even though this doctrine may become 
somewhat modified as a result of the decision in 
Lueder’s Estate, supra, footnote 2, the simul- 
taneous purchase may still be potentially dan- 
gerous. 

22Single-premium policies or policies other- 
wise paid up are valued on a replacement cost 
basis; premium-paying policies are valued on 
the basis of interpolated terminal reserves ad- 
justed for premiums paid beyond the valuation 
date. Regulations 108, Section 86.19 (i). Ap- 
plication of these valuation methods to policies 
owned on the life of another at the death of 
the owner was covered in telegraphic ruling 
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erly results in the inclusion of some value 
in the owner’s gross estate if the owner pre- 
deceases the insured. Such value usually 
approximates the cash-surrender value, and 
is generally computed in the same manner 
as that provided in the Treasury Department’s 
Gift Tax Regulations for the valuation of 
a policy transferred by way of gift.” In 
some instances where by the valuation date 
the insured’s health has become seriously 
impaired, the Treasury Department has 
contended that the value is- greater.” 

When insurance is to be owned by some- 
one other than the insured, some companies 
will permit the designation of a succeeding 
or contingent owner, to succeed auto- 
matically to ownership of the policy at the 
initial owner’s death preceding that of the 
insured. In the absence of such a designa- 
tion, it is customarily provided that owner- 
ship of the policy passes to the owner’s 
estate; and in such cases the owner’s will 
should clearly provide for the intended dis- 
position of the policy. Such provision 
might contemplate a specific bequest of the 
policy to an individual who might be ex- 
pected to continue premium payment. Or 
it might contemplate ownership of the 
policy by testamentary trustees, specifically 
authorized to continue premium payment, 
if counsel is satisfied that the use of trust 
income to pay premiums is permissible. In 
the absence of some specific provision in 
the owner’s will, his executor may feel 
constrained to surrender the policy for its 
cash value. 


Goodman Case 


In all arrangements where insurance is 
to be owned by someone other than the 
insured, due consideration should be given 
to the principle of the case of Adele F. 
Goodman™ in determining the appropriate 
benefit provisions. Under this decision it 
would appear that if, for example, the wife 
purchases insurance on the husband’s life 
and retains control of the policy herself, 


dated July 23, 1948, signed Joseph E. Kennedy, 
Acting Deputy Commissioner. 

23 See Estate of James Stuart Pritchard, CCH 
Dec. 14,181, 4 TC 204 (1944), petition for re- 
view dismissed (CCA-6, 1947), involving the 
transfer of a policy by an insured suffering 
from cancer. This is, of course, the converse 
of the situation where valuation is to be made 
of an annuity interest, contingent on continued 
life, passing to a person whose health has 
become seriously impaired. In such a situation 
the impairment may serve to reduce the value 
of the annuity interest. Hstate of J. H. Den- 
bigh, CCH Dec. 15,276, 7 TC 387 (Nonacq.). 

*CCH Dec. 14,172, 4 TC 191 (1944); aff’d 
46-1 ustc { 10,275, 156 F. (2d) 218 (CCA-2, 1946). 
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but, instead of making it payable at his death 
to herself as beneficiary, makes it payable 
to their daughter as beneficiary, then at 
the husband’s death the entire proceeds may 
be subject to gift tax as a lump-sum gift 
from mother to daughter. The theory 
would be that although of course the wife 
made no gift of the policy while the hus- 
band, the insured, was alive, since she could 
have changed the beneficiary up to the 
moment of his death, nonetheless his death 
completed a gift of the full proceeds to the 
daughter. At that moment the right of the 
daughter to receive the proceeds became 
fixed; and the gift, if it existed, would, under 
the decision in the Goodman case, be meas- 
ured not by the cash-surrender value but 
by the full death proceeeds. To avoid any 
possibility of the Goodman principle’s apply- 
ing, the line of ownership and the line of 
beneficiaries should be the same. If it is 
most desirable that the wife should own 
the policy, then she should be the bene- 
ficiary. If, on the other hand, it is most 
important that the daughter should be 
named beneficiary, then she should also be 
the owner of the contract. 


In such a situation, where the wife is to 
be the owner of the policy on the insured’s 
life, if she provides that after the insured’s 
death the proceeds be retained by the com- 
pany with interest payable to her for life 
and without withdrawal privilege, and that 
at her death, while she is receiving interest 
payments, the proceeds shall be paid to the 
daughter, the principle of the Goodman case 
may still apply in modified form.* In such 
a case, the insured’s death will not com- 
plete a gift from wife to daughter in the 
full amount of the death proceeds, since 
the wife will receive interest on those pro- 
ceeds for the duration of her life. The in- 
sured’s death will, however, complete a 
gift from wife to daughter of the present 
discounted value of the proceeds to be paid 
to the daughter at the wife’s death. This 
would, of course, constitute a gift of a future 
interest. Here the completion of a gift at 
the insured’s death may be avoided by the 
wife’s reserving to herself full withdrawal 
privileges in the proceeds for the duration 
of her life. 


Frequently the ownership of a policy on 
the life of an insured is placed in a child 


25 Both this and the basic Goodman situation 
are discussed in Polisher, Estate Planning and 
Estate Tax Saving (1948), Volume 2, Chapter 22, 
Sections (I) and (J), pp. 548-550. 

2% See Anderson, ‘‘Gifts to Children and In- 
competents,’’ TAxES—The Tax Magazine, Octo- 
ber, 1948, p. 911, for discussion of pertinent 
cases. 
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of the insured, while premiums are paid 
by some other relative—sometimes by the 
insured’s wife out of her own funds, some- 
times by the insured’s father. In such 
instances the payment of a premium consti- 
tutes a gift for gift-tax purposes. If a 
completed gift of the policy is accom- 
plished, with full ownership of the policy 
vested in the child, the gift should be re- 
garded, it seems, as one of a present inter- 
est, even though the child is a minor. The 
child will possess the right to the present 
beneficial enjoyment of the property repre- 
sented by the policy, and may, through a 
legally appointed guardian, surrender the 
policy for its cash value. As a gift of a 
present interest, the payment should be en- 
titled to the current gift tax exclusion of 
$3,000 per year per donee, or $6,000 per 
year per donee if the donor’s spouse con- 
sents that the gift be regarded as one half 
from her, 


Trust of Policies 
on Other Than Grantor’s Life 


Sometimes it may be advantageous for 
life insurance purchased by a father on his 
son’s life to be placed in a funded irrev- 
ocable inter-vivos trust for the son’s chil- 
dren. In other instances the father may, 
by will, authorize trustees of a testamentary 
trust to purchase and carry insurance on 
the son’s life payable to the trust for the 
benefit of the son’s family. Counsel will 
wish to determine, of course, whether the 
application of the local “rule against ac- 
cumulations” presents any obstacle to the 
use of trust income to pay insurance pre- 
miums. In either of these instances, after 
the father’s death at least two advantages 
are currently gained: lower income tax to 
the son than if the same amount of trust 
income had been distributed to him and he 
had purchased and carried a comparable 
amount of insurance himself, sinte the in- 
come used to pay premiums will be taxed to 
the trust rather than to the son; and 
freedom of the proceeds from estate tax 
at the son’s death, since the son will have 
had no incidents of ownership and will have 
paid no premiums.” 


If the irrevocable inter-vivos trust of 
policies on the son’s life is used in this 


27 See valuable discussion in Mannheimer and 
Wheeler, ‘‘Trusts of Insurance on Relatives’ 
Lives—Their Tax Advantages,’’ TAxES—The Tax 
Magazine, May, 1949, p. 453; 3 Journal of the 
American Society of Chartered Life Under- 
writers 238 (June, 1949). 
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situation, an income tax advantage accrues 
immediately to the father, since the income 
from the securities used to fund, the trust 
will be taxable to the trust rather than to 
the father. An estate tax advantage in the 
father’s estate may also accrue if the securities 
transferred to the trust are eliminated from 
inclusion in the father’s gross estate. 


The establishment by a wife of an irrev- 
ocable inter-vivos trust of insurance policies 
purchased and owned by her on the life of 
her husband should be made only after care- 
ful examination of the possible implications. 
Proceeds of the policies at the insured’s 
death would, of course, be includable in his 
gross estate if the funds used by the wife 
were traceable to him. Furthermore, in- 
come of the trust might be taxed to the 
insured under Code Section 167 (a) (3) if 
the funds were traceable to him so that he 
could be regarded as the true grantor of the 
trust.“ On the other hand, it would seem, 
the income of the trust might be taxed to 
the wife if she is directly or indirectly a 
beneficiary of the policies, so that income 
of the trust used to pay premiums might 
be regarded as “held or accumulated for 
future distribution to the grantor” under 
Code Section 167 (a) (1).” 


Provision for Specific Bequests 


Apart from the use of life insurance to 
provide for requirements of the immediate 
family, the life insurance policy offers a 
peculiarly useful means of providing for 
payments to other relatives which would 
otherwise have to be provided by specific 
testamentary bequests. Administrative costs, 
and in some states inheritance taxes, on 
the bequest are eliminated, while flexibility 
as to changes in beneficial designation is 
retained. 

The elimination of administrative costs 
also applies in the use of life insurance in 
lieu of charitable bequests, with the added 
advantage that if the charity is designated 
owner of the contract, premiums paid con- 
stitute an allowable deduction from gross 
income within the limit of fifteen per cent 
of adjusted gross income for all charitable 
contributions. By this means, a truly sub- 
stantial endowment, of greater significance 
both to the charity and as a memorial to 





23 See Whiteley v. Commissioner, 41-2 ustc 
1 9489, 120 F. (2d) 782 (CCA-3, 1941); cert. den. 
314 U. S. 657. 

2See Commissioner v. Morton, 40-1 ustc 
7 9181, 108 F. (2d) 1005 (CCA-7, 1940); Phipps 
v. Helvering, 41-2 ustc { 9787, 124 F. (2d) 288 
(CA of DC, 1941). 
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the donor than annual cash contributions 
would be, can be created. 


Provision for Dependent Parents 


Frequently a client who has been provid- 
ing part or all of the support of a dependent 
parent or other relative will wish to make 
provision for such support to be continued 
after his death if he should predecease the 
dependent relative. To do so as a part of 
the basic estate plan may interfere seriously 
with its operation. Furthermore, since the 
chances of an older dependent’s surviving 
are usually relatively slight, it is often im- 
practical to attempt to integrate provision 
for this need in the basic plan. In such 
cases, an inexpensive form of term insurance 
payable as an annuity, a “survivorship an- 
nuity,” may be used to guarantee the desired 
income. Should the dependent predecease 
the purchaser, such a policy becomes null 
and void; and at no time does it possess a 
cash-surrender value. 


Disposition of Business Interests 


No discussion of life insurance in estate 
planning should omit at least passing refer- 
ence to the use of life insurance in the fund- 
ing of agreements for the disposition of 
business interests. Stock-purchase, stock- 
retirement and partnership-purchase plans 
so funded are frequently important adjuncts 
to a comprehensive estate plan? The multi- 
tude of special factors” bearing on such 
situations, however, cannot be discussed 
within the limits of this paper. 


Apportionment of Death Taxes 


It is probably the intention of most in- 
sureds that their beneficiaries receive the 
insurance proceeds, whether payable in one 
sum or under settlement options, undimin- 
ished by death taxes. This intention may 
not be fulfilled unless appropriate action is 
taken in drafting the insured’s will. As to 
the federal law, Section 826 (c) of the Code 
provides that, unless the decedent directs 
otherwise, where insurance proceeds includ- 
ible in his gross estate are payable to a 
named beneficiary, the insured’s executor 
may recover from the beneficiary a propor- 
tionate part of the estate tax. 


30 For recent discussions, see Laikin, Death, 
Taxes and Your Business (1948); MacNeill, 
“Disposition of Business Interests,’’ 87 Trusts 
and Estates 398 (1948); White, Business In- 
surance (1949). 


To be sure, insurance proceeds passing to 
the wife on a basis qualified for the marital 
deduction are to some extent protected from 
such apportionment by the 1948 Revenue 
Act. The act provides that the marital de- 
duction, if any, shall be deemed to have been 
allowed first as to insurance proceeds pay- 
able to the wife. Thus, in marital deduction 
situations where the life insurance proceeds 
passing to the wife on a qualified basis do 
not exceed the amount of the marital deduc- 
tion, no apportionment will be required as 
to those proceeds. 


In any other situation, however, appor- 
tionment may result unless the insured’s 
will clearly directs otherwise. 


State law may govern the question of appor- 
tionment. A number of states provide by 
statute for equitable apportionment of all 
death taxes, including the federal estate-tax, 
among the persons interested in the estate.” 
If the insured desires that insurance pro- 
ceeds pass to the beneficiary without reduc- 
tion for death taxes, his will should direct 
that such taxes, referring specifically to taxes 
on life insurance, be paid from his residuary 
estate, and, of course, the necessary funds 
must be available in the residuary estate. 


Marital Deduction 


The estate tax marital deduction provi- 
sions of the 1948 Revenue Act, designed to 
equalize the impact of estate taxation on 
decedents in common-law and community- 
property states, have effected a minor revo- 
lution in basic estate planning concepts in 
so far as those concepts are molded in recog- 
nition of estate tax implications. 


Formerly the entire gross estate of the 
husband at death, less certain deductions, 
was subject to estate tax, and emphasis was 
placed on the avoidance of a “second” tax 
at the wife’s later death. Now use of the 
marital deduction provisions permits reduc- 
tion of tax in the first estate, but any prop- 
erty qualifying for the marital deduction 
and remaining in the wife’s estate at her 
later death is subject to tax at that point. 
Since the marital deduction applies to a 
maximum of but fifty per cent of the gross 
estate after certain deductions, it is still 
appropriate to arrange for the avoidance of 
the “second” tax as to the balance of the 
estate. Attention to this “second” tax is now 
particularly important because that tax at 


%1For list of states having state apportion- 
ment statutes, see CCH Federal Estate and 
Gift Tax Reports { 3140.15. 

% The previously taxed property deduction is 
no longer available as between spouses where 


the wife’s later death can no longer be re- 
duced—when she survives her husband by 
less than five years—by the amount of death 
taxes paid on the same property in the hus- 
band’s estate—the deduction for previously 
taxed property.” 

Formerly a frequently used will pattern 
provided, after specific and general bequests, 
for the residue to be placed in one trust 
with income to the wife for life, and the 
remainder as appointed by her under a tax- 
free power of appointment, or in default of 
appointment to the children. Now estate 
planners have come to think in terms of a 
will pattern providing for two trusts, the 
first created by specific bequest of property 
in trust with income to the wife for life on 
a basis qualifying for the marital deduction, 
and the balance under a second trust on a 
nonqualifying basis, generally of the type 
used before the 1948 Revenue Act. 


Frequently the amount of the bequest cre- 
ating the marital deduction trust will be 
expressed as a fraction, fifty per cent or 
less, of the estate left after the payment of 
debts, funeral and administrative expenses and 
amounts allowed by the court for support 
during the period of administration. Life in- 
surance on the testator’s life in such cases is 
frequently arranged, half on a basis to qualify 
for the marital deduction and half on a non- 
qualifying basis. 

Some planners, in providing for the amount 
of the bequest for the marital deduction 
trust, have used a so-called “tax-formula” 
bequest clause for a bequest of such value 
of probate property that when it is added to 
property such as qualified life insurance or 
other property “passing” to the wife on a 
qualified basis outside the will, the total is 
sufficient to provide the maximum marital 
deduction. The purpose of such a clause 
is to secure the precise maximum marital 
deduction for the first estate without creat- 
ing any excess marital deduction- property 
over what can be utilized in the first estate 
to be exposed to tax in the second estate. 
Some writers have emphasized the possible 
dangers of litigation inherent in the use of such 
a clause.* Where such a tax-formula clause 
is used, if the property passing by will is 
sufficiently large in relation to the amount 
of life insurance, the life insurance may be 
arranged either entirely on a qualified or 
entirely on a nonqualified basis, as may seem 
advisable. Here, if no insurance is qualified, 


the first spouse died after December 31, 1947. 
Code Section 812 (c), as amended by Section 362 
of the Revenue Act of 1948. 


%E.g., Trachtman, op. cit., pp. 33-40. 
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it is intended that probate property will take 
up the slack and enough probate property 
will go into the marital deduction trust to 


provide the maximum marital deduction 


under the entire gross estate, which, of 
course, includes property “passing” outside 
the will as well as property passing under it. 

Since property which qualifies for marital 
deduction in the husband’s estate and which 
remains in the wife’s estate at her later 
death will in almost all instances be subject 
to estate tax in her estate, estate planners 
have provided for discretionary principal 
payments to the wife to be made out of the 
corpus of the marital deduction trust, while 
the corpus of the nonmarital deduction trust 
remains intact. Property “passing” outside 
the will may also be used to make up the 
property qualifying for the marital deduc- 
tion; and in order to minimize the “second” 
tax on qualified property “passing” outside 
the will, selection for qualification of prop- 
erty which will automatically reduce in value 
over the years is economical. Life insurance 
properly arranged for payment under a life 
income settlement option, with or without 
stipulated installments, is such an automatically 
decreasing property. On the assumption of 
a reasonable period of survival by the wife, 
little or nothing will remain to be taxed in 
the wife’s estate. Some estate planners 
have, therefore, used life insurance so ar- 
ranged for a substantial portion of the 
marital deduction property. 


To offset this over-all diminution of the 
estate, in states permitting the use of trust 
income to pay life insurance premiums, the 
nonmarital trust provisions of some wills 
authorize the trustee under the nonmarital 
trust to use trust income to purchase and 
carry insurance on the life of the wife, if she 
is insurable. 


In order to approach maximum tax ad- 
vantages in marital deduction estate planning, 
all property “passing” to the wife outside 
the will must be carefully analysed and co- 
ordinated with property which will pass to 
her under the will. Real estate held jointly 
with the wife qualifies automatically for the 
marital deduction, as do government savings 
bonds designating the wife as a succeeding 
owner or joint bank accounts with the wife. 
Life insurance proceeds may be made pay- 
able to the wife on either a qualifying or a 
nonqualifying basis. Too much qualifying 
property may have almost as unfortunate 
tax results as too little. If the total value 
of property passing to the wife both outside 
the will and under the will on a qualifying 
basis exceeds the maximum allowable mar- 
ital deduction, tax liability at the wife’s later 
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death will be increased without any gain 
in the husband’s estate. Consequently, as to 
life insurance, a definite choice between qualifi- 
cation and disqualification should be made. 


From a strictly tax viewpoint in larger 
estates where the marital deduction is to be 
claimed in the first estate, it is important 
to disqualify property intended for the wife’s 
benefit but not needed for the marital de- 
duction, and to do so in a manner not 
resulting in tax on such property at the 
wife’s later death. Such action is almost as 
important as is the qualification of property 
needed for marital deduction. Life insur- 
ance proceeds left to the wife under any 
settlement option where a remainder may 
become payable at her later death to con- 
tingent beneficiaries, and where the wife is 
given no privilege of withdrawal or com- 
mutation and no right to elect a nonstipu- 
lated life income option or other power of 
appointment, generally will neither qualify 
at the insured’s death for marital deduction 
in his estate nor, under present law, give rise 
to estate tax in the wife’s estate at. her 
later death while she is receiving installment 
payments, if the contingent beneficiaries 
survive the wife. 


In individual cases, various factors, both 
mathematical and psychological, frequently 
militate against adoption of the new pattern 
and against planning for the marital deduc- 
tion in the husband’s estate. Mathematical 
analysis, in situations where both spouses 
possess substantial property, will often 
demonstrate that the maximum marital de- 
duction in the husband’s estate will result, 
at the wife’s later death, in increased taxes 
more than offsetting the savings in the hus- 
band’s estate. In some instances, mathematical 
analysis will point to an advantage in claim- 
ing part but not all of the possible marital 
deduction in the husband’s estate. The 
client’s own feelings, as an unwillingness to 
give to his wife the necessary control over 
property after his death, will often render 
maximum use of the marital deduction 
impossible. 

In situations where the wife has no prop- 
erty of her own, and the value of the hus- 
band’s estate does not exceed $60,000, the 
marital deduction problem, of course, does 
not exist, since under the current estate tax 
exemption of $60,000 no estate tax would be 
payable in either estate. Where the wife 
has no property of her own, and the value 
of the husband’s gross estate is between 
$60,000 and $120,000, estate tax in both 
estates can be eliminated by qualifying a 
sufficient portion of the husband’s estate and 
properly disqualifying a sufficient portion. In 
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larger estates, substantial savings in estate 


taxes may be made by proper analysis and 
planning. 


In any case where a marital deduction in 
the husband’s estate is planned, considera- 
tion should be given to the advantages of 
taking out insurance on the wife’s life. Such 
insurance has a double purpose: first, to off- 
set the loss of the marital deduction in the 
husband’s estate if his wife does not survive 
him; second, to provide funds for payment 
of estate taxes in the wife’s own estate if 
she does survive him. 


Qualification of Proceeds 


The manner in which proceeds of life 
insurance policies may be qualified for the 
estate tax marital deduction was thoroughly 
discussed by Eugene Thoré in an excellent 
paper ™ read before the Section on Insur- 
ance Law of the American Bar Association 
at its Seattle meeting in 1948. Mr. Thoré’s 
paper, however, antedated the Treasury De- 
partment’s release of both its proposed 


amendments to the Regulations * in Decem- 
ber, 1948, and its final amendments™ in 
May, 1949. Accordingly, the careful practi- 
tioner will wish to reread that paper in the 
light of the final Treasury Regulations. 
The Regulations, as finally amended, indi- 
cate clearly” that any of the following 


methods of qualification are satisfactory (for 
convenience, the spouses are referred to as 
“H” for husband and “W” for wife): 


(1) Under the terms of the contract the 
proceeds of a policy on the life of H are 
made payable to W ina lump sum. 


(2) Under the terms of the contract the 
proceeds are made payable to W in install- 
ments for life, or over a specified number 
of years, and any remaining installments 
after her death are made payable to her estate. 


(3) Under the terms of the contract in- 
terest on the proceeds is made payable to W 
for life, and the principal amount upon her 
death is made payable to her estate. 

In these three situations the terminable- 
interest rule established in subparagraph (B) 
of Section 812 (e) (1) of the Code is not vio- 
lated. No interest in the property passes from 
H to any person other than W or her estate. 
In the first situation the proceeds pass out- 


* ‘The Revenue Act of 1948 and Its Appli- 
cation to Life Insurance and Annuity Con- 
tracts’’; 87 Trusts and Estates 199, 347 (1948). 

3% Published under a notice of proposed rule 
making, in 13 Federal Register 6564 (November 
6, 1948). 

%T, D. 5699, May 18, 1949, and T. D. 5698, 
May 18, 1949, amending Regulations 105, pub- 


right to the wife, and it is immaterial that 
she may herself elect a settlement option 
which establishes remainder interests in 
others. In the second and third situations, 
although her interest in the proceeds termi- 
nates at her death, any remainder at that 
time does not pass to another payee who 
may enjoy any part of the benefits, but 
instead passes to her estate. Accordingly, 
since these situations do not violate the 
terminable-interest rule of subparagraph (B) 
of Section 812 (e) (1), their qualification 
does not depend on the special provision 
relating to insurance settlement options, sub- 
paragraph (G). This latter provision serves 
to permit qualification, under specified con- 
ditions, of proceeds payable under settle- 
ment provisions which violate the terminable- 
interest rule of subparagraph (B). 


The Regulations, as finally amended, also 
indicate clearly® that a fourth method of 
qualification is satisfactory: 


(4) The terms of the contract meet the re- 
quirements of Regulations 105, Section 81.47a 
(d) of interpreting subparagraph (G) of 
Section 812 (e) (1) of the Code. 


When, as a result of an election by the 
insured, the proceeds are payable to W in 
installments for life or over a specified num- 
ber of years, and after her death any remain- 
ing installments are payable to contingent 
beneficiaries named by the insured, the ter- 
minable-interest rule of subparagraph (B) is 
violated. When the wife’s interest termi- 
nates at her death, the remainder, if any, 
passes to other payees who may enjoy the 
benefits. Accordingly, were it not for the 
saving provisions of subparagraph (G), it is 
doubtful whether such settlements could 
qualify for the marital deduction. The same 
situation obtains when, as a result of an 
election by the insured, interest on the pro- 
ceeds is payable to W for life, and at her 
death the principal amount is payable to 
contingent beneficiaries named by the insured. 


When the conditions specified in subpara- 
graph (G) are met, however, settlements to 
the wife, with contingent beneficiaries named 
to take at her later death, may be qualified. 


The requirements of subparagraph (G), 
as interpreted in Regulations 105, Section 
81.47a (d), as finally amended, are as fol- 
lows. They apply not only to settlements of 


lished in 14 Federal Register 2623 (May 19, 
1948). 

31 By additional illustrative examples in Reg- 
ulations 105, Section 81.47a(b)(2), not appearing 
in the proposed Regulations. 

38 See footnote 37, supra. 
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life and endowment death benefits, but also 
to annuity proceeds and to endowment and 
surrender proceeds left with the insurer 
under settlement option: 


“(1) The proceeds must be held by the 
insurer subject to an agreement either to 
pay the proceeds in installments, or to pay 
interest thereon, with all such amounts pay- 
able during the life of the surviving spouse 
payable only to her. 


“(2) Such installments or interest must 
be payable annually, or more frequently, 
commencing not later than 13 months after 
the decedent’s death. 


“(3) The surviving spouse must have the 
power, exercisable in favor of herself or her 
estate, to appoint all amounts so held by 
the insurer. 


“(4) Such power in the surviving spouse 
must be exercisable by such spouse alone 
and (whether exercisable by will or during 
life) must be exercisable in all events. 


“(5) The amounts payable under such 
contract must not be subject to a power in 
any other person to appoint any part thereof 
to any person other than the surviving 
spouse.” 


It will probably be years before the law 
becomes settled on the many problems 
which can arise under these apparently 
simple provisions. Meanwhile the amend- 
ments to the Regulations reflect a sincere 
attempt, on the part of the Treasury staff 
concerned in their preparation, to evolve 
workable standards. 

The final Regulations contain language 
clearly covering one significant question in 
arranging insurance settlements. It is now 
clear that where part of the proceeds of one 
policy are retained by the company under 
optional settlement provisions satisfying 
these five conditions, that portion of the 
proceeds will qualify despite the fact that 
the balance of the proceeds is retained under 
optional settlement provisions which do not 
qualify. This is important for optional 
settlement planning, since it is frequently 
practical, instead of segregating policies into 
two groups, to arrange a.fraction of each 
policy on a qualifying settlement. 

Both the proposed and final Regulations 
105 state at Section 81.47a (d): “Condition 
(1) is satisfied where interest on the pro- 
ceeds is payable, annually or more frequently, 
for a term or until the occurrence of a speci- 
fied event, following which the proceeds 
are to be paid in annual or more frequent 
installments.” Although there is certainly 
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nothing in a provision for change from one 
option to another which would appear to 
violate the spirit of condition (1), the state- 
ment is helpful, since such provisions are 
frequently used in optional settlement 
planning. 


Wife's Right of Appointment 


Most life insurance companies will permit 
the insured, by a rider prepared by the com- 
pany, to give his wife the right to direct 
after his death that any amount held by 
the insurer at her death shall be paid to 
her estate. Such a rider can often be at- 
tached without rewriting the existing pro- 
visions for payments after the wife’s death 
while she is receiving interest or installment 
payments. Most companies do not provide 
specifically that the wife may revoke an 
exercise of the right or, having revoked it, 
may exercise it again. In some companies, 
however, the exercise of the right is specifi- 
cally revocable and subject to successive 
exercise. Since the wife’s exercise of the 
right will subject any balance remaining at 
her death to administration charges as a 
part of her estate, it is not anticipated that 
the right will often be exercised. Almost 
no companies will permit provision for the 
wife to appoint to persons named in her will. 


The riders of all life insurance companies 
contain purely formal limitations on the 
manner in which the wife’s appointment 
may be exercised. The Regulations indicate 
that such formal limitations will not dis- 
qualify, and specifically list as examples 
of formal limitations requirements that the 
exercise must be in a particular form, that it 
must be filed with the company and that 
reasonable notice must be given or that 
reasonable intervals must elapse between 
successive partial exercises (as partial with- 
drawals). Some companies, although feel- 
ing that formal limitations contained in their 
riders would not disqualify, revised their 
rider form to eliminate some administrative 
requirements upon finding the list of ex- 
amples so meager in the final Regulations. 
The meticulous practitioner will wish to 
ascertain that policies of his clients are 
covered by the latest revision of each com- 
pany’s rider. 


Proof of Insured’s Death 


With reference to the question of the re- 
quirement of insurance companies that the 
beneficiary submit proof of the insured’s 
death, the final Regulations 105 state, at 
Section 81.47a (d): 
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“A contract which otherwise requires the 
insurer to make annual or more frequent 
payments to the surviving spouse following 
the decedent’s death will not be disqualified 
merely because the surviving spouse must 
comply with certain formalities in order to 
obtain the first payment. For example, the 
contract may satisfy conditions (1) and (2) 
even though it requires the surviving spouse 
to furnish proof of death before the first 
payment is made In determining 
whether the terms of the contract satisfy 
conditions (3), (4), and (5), the principles 
stated in paragraph (c) of this section [re- 
lating to trusts] are applicable. As stated 
in such paragraph (c), the surviving spouse’s 
power to appoint is ‘exercisable in all events’ 
only if it is in existence immediately follow- 
ing: the decedent’s death . . . . Where the 
power is exercisable from the moment of 
the decedent’s death, the contract is not dis- 
qualified merely because the insurer may 
require proof of the decedent’s death as a 
condition to making payment to the ap- 
pointee. Where the submission of proof of 
the decedent’s death is a condition to the 
exercise of the power, the power will not 
be considered ‘exercisable in all events’ un- 
less, in the event the surviving spouse had 
died immediately following the decedent, her 
power to appoint would have been considered 
to exist at the time of her death, within the 
meaning of section 811 (f) (3).” 


The careful practitioner will wish to sat- 
isfy himself that the particular power of 
appointment designed to qualify a particular 
settlement under the contracts of a particu- 
lar life insurance company meets the require- 
ments of the quoted material and is effectively 
exercisable immediately after the insured’s 
death, before proof is submitted, as well as 
at all other times up to her later death. The 
final Regulations state that it is not neces- 
sary that the phrase “power to appoint” be 
used in the-contract. Such a power, it is 
stated, may be either (1) a power in the 
wife to appoint to herself, such as a right to 
withdraw the amount remaining in the fund 
held by the insurer, or (2) a power to appoint 
to her estate, such as a right to direct that 
any amount held by the insurer under the con- 
tract at her death shall be paid to her estate. 


Insurance Owned by Insured’s Wife 


In some instances it may be anticipated 
that a portion of the proceeds of a life in- 
surance policy will be includible in the in- 
sured’s gross estate even though the insured 
no longer owns the policy. This might 
occur because of the insured’s payment of 


early premiums under the policy, although 
at some date after January 10, 1941, he had 
assigned the policy to his wife by way of 
gift, and she had paid subsequent premiums. 
The Senate Finance Committee Report stated : 


“Under subparagraph (G) of section 812 
(e) (3) an interest is considered as passing 
from the decedent to the person entitled to 
receive the proceeds of insurance upon the 
life of the decedent regardless of whether 
the decedent had previously assigned the 
policy or paid the premiums by way of gift.” 

The wife as owner of the policy may have 
arranged for the proceeds at her husband’s 
death to be paid to her under settlement 
option with remainder at her later death to 
contingent beneficiaries. If it is desired that 
the marital deduction be available to the 
insured’s estate as to whatever portion of 
the proceeds proves to be includible, it may 
be wise for the wife to have the insurance 
company prepare for her execution a rider 
reserving to herself the power to appoint 
the balance at her death to her estate. 


Proceeds Payable to Trustee 


Life insurance proceeds payable to the 
trustee under an inter-vivos trust do not de- 
pend for their qualification upon the require- 
ments of Section 812 (e) (1) (G) ‘because 
that section applies only to proceeds held by 
the insurer. The Treasury Department 
originally indicated its concurrence with this 
view by special letter ruling, and a statement 
to this effect is included in the final Regu- 
lations. The question of qualification here 
depends upon whether the terms of the trust 
qualify under Section 812 (e) (1) (F); if so, 
the marital deduction is available with 
respect to the proceeds. 


Disclaimers of Proceeds 


‘One matter to which as yet, relatively 
little attention appears to have been given is 
the situation where, after the insured’s death, 
it may be to the advantage of his surviving 
wife to disclaim all interest in life insurance 
proceeds payable to her on a basis qualifying 
for marital deduction in the insured’s estate. 


If, between the time the policies were so 
arranged as to qualify and the insured’s 
death, the wife received substantial inherit- 
ances of her own, it might quite possibly be 
to her advantage taxwise, and to the advan- 
tage of the insured’s estate as well, the two 
estates being considered together, to claim 
no marital deduction whatsoever in the first 
estate or to take only a portion of the allow- 
able marital deduction. In other situations, 
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if more nonprobate property is qualified for 
marital deduction than can be utilized in 
claiming the maximum allowable deduction, 
and a “formula” bequest is not being used, 
the over-all advantage in both estates might 
be best served by elimination of some mari- 
tal deduction property in the first estate, 
even though the maximum allowable deduc- 
tion is to be claimed. 


Generally, of course, the decision for or 
against claiming the marital deduction or 
for qualifying nonprobate property must be 
made prior to death. Once the decision to 
qualify has been made, and the property re- 
mains qualified up to the husband’s death, 
whatever adverse tax effects the qualifica- 
tion may produce in the wife’s estate follow 
automatically, even though the amount 
qualified exceeds the allowable marital de- 
duction in the husband’s estate. 


The disclaimer provisions of the Code and 
Regulations ® offer perhaps the only method 
of deferring, until after the husband’s death, 
the decision as to whether or not a marital 
deduction is to be taken in the husband’s 
estate. Except for the tax-formula type of 
bequest, these provisions also offer perhaps 
the only method of deferring, until after the 
husband’s death, the decision as to how 
much nonprobate property is to be qualified. 

By a “complete and unqualified refusal to 
accept the rights to which one is entitled,” 
in the words of the Senate report, the sur- 
viving wife may preclude the allowance of 


marital deduction in her husband’s estate on 


otherwise qualified property and prevent the 
property disclaimed from exposure to tax in 
her own estate. The Regulations specifically 
contemplate a situation where the wife refuses 
insurance proceeds, which consequently pass 
to an alternative beneficiary designated by 
the deceased insured. The Regulations fur- 
ther indicate clearly that in such a situation 
the marital deduction in the insured’s estate 
is not allowed as to the proceeds disclaimed. 
In certain instances of the types described, 
such a disclaimer may offer a useful means 
by which the wife may divert to contingent 
beneficiaries named in the policy insurance 
otherwise “passing” to her. This will be 
particularly important if such a complete 
disclaimer does not give rise to gift tax. 


It is true, of course, that the wife’s dis- 
claimer of insurance proceeds would not ac- 
complish the desired result where the 
husband’s will established the amount of the 
marital deduction bequest by a tax-formula 
clause, since this is what might be called an 
automatically self-adjusting clause. In such 


% Code Section 812 (e) (4); Regulations 105, 
Section 81.47a (E). 
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a case, if she disclaimed the proceeds of a 
particular policy, probate property would 
take up the slack in making up the marital 
deduction. Where the “formula” bequest is 
not used, however (and by no means all 
draftsmen use such a clause), there will be 
no automatic adjustment. 


Should disclaimer by the wife be desir- 
able, the wife’s disclaimer of all or part of 
her rights under her husband’s will would, 
of course, not affect property “passing” to 
her outside the will. As to life insurance 
proceeds payable to her under settlement 
option where spendthrift clauses are pres- 
ent, it is extremely doubtful whether she 
could effectively disclaim by the “complete 
and unqualified refusal” required by the 
language of the Senate report, unless the 
insured had specifically granted her the right 
so to disclaim. The customary spendthrift 
clause contains a specific prohibition against 
alienation. 

Whether life insurance companies gen- 
erally will be willing to incorporate, at the 
insured’s request, a clause permitting such 
disclaimer by the wife to whom proceeds 
are payable under a settlement option re- 
mains to be seen. If such a clause should be 
permitted, administrative necessities would 
probably require the inclusion of language 
permitting the wife to disclaim only before 
she files claim. 

Also necessary would be language indi- 
cating clearly that the effect of the wife’s 
disclaimer would be to make the policy pay- 
able as if the wife had not survived the in- 
sured. Without such provision, if, for 
example, the settlement provided interest on 
the proceeds to the wife for life, with the 
proceeds at her death going to contingent 
beneficiaries, question might well be raised 
as to whether or not the wife’s disclaimer 
would operate to accelerate the right of the 
contingent beneficiaries to receive principal. 
Such a question would, of course, arise 
whether or not the settlement contained a 
spendthrift clause. 

If such clauses should be permissible, 
marital deduction programs might achieve 
some additional flexibility, always a desir- 
able quality. In instances, for example, 
where the wife did not wish to disclaim the 
entire amount passing to her under her hus- 
band’s will, she might be quite willing to 
disclaim completely the proceeds of one or 
more policies of insurance. Such a complete 
disclaimer under one or more policies might 
be more advantageous, from the standpoint 


of freedom from gift tax, than a partial dis- 
claimer under the will. 

It would seem, therefore, that making 
available to the wife an opportunity to dis- 
claim policy proceeds after her husband’s 
death would substantially increase the flexi- 
bility of insurance for marital deduction 
purposes and establish a useful area of tax 
maneuverability for the insured’s estate and 
his surviving wife. Of course, many factors 
other than taxes must be weighed before a 
decision to disclaim can be made. 


Conclusion 


The planning of estates is an important 
function. Although many of the techniques 
available for a lawyer’s use are complex, no 
estate should be complicated beyond the 
genuine requirements of the situation. Many 
estates can be planned without the use of 
complex techniques. The knowledge and ex- 
perience of specialists in related fields can 
assist materially in the planning operation. 
As to the specialized field of life insurance, 
I can do no better than to quote from the 
National Statement of Principles of Co- 
operation Between Life Underwriters and 
Lawyers: ” 


“In recent years, much of the actual nego- 
tiation of the sale of life insurance contracts 
involves estate planning. The acquisition of 
life insurance has become a complex prob- 
lem by its ever increasing relation to plans 


«Prepared by the National Conference of 
Lawyers and Life Underwriters in February, 
1948, and shortly thereafter ratified by the Na- 





of testamentary disposition, wills and living 
trusts, to partnerships and close corporation 
contracts, and to problems of taxation. The 
solution of such problems requires a man to 
make far reaching decisions. These deci- 
sions often are, or upon the happening of 
death become, irrevocable. The American 
public should therefore receive not only ex- 
pert insurance service and disinterested ad- 
vice but also skilled and disinterested legal 
guidance and advice when necessary; both 
are often required in problems arising out 
of negotiation for and use of life insurance, 
and when this is the case, the simultaneous 
and harmonious attention of a representative 
of each profession in solving the problems 
of the same client will provide the safest and 
most efficient service.” 

Only through the harmonious cooperation 
of lawyer and underwriter, and of both with 
trust officers, can the individual client be 
best served. The lawyer should also feel 
free, in matters of estate planning involving 
life insurance, to ask for comment from 
home-office counsel of the interested life in- 
surance company. Even though the com- 
panies which such counsel represent are not 
engaged in and cannot properly engage in 
the practice of law, counsel of most com- 
panies are willing to comment to the in- 
sured’s own lawyer on particular problems 
involving their policies when such comment 
may assist the lawyer in reaching his own 
conclusions. [The End] 


tional Association of Life Underwriters and by 
the American Bar Association. 
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opinion I tried to convey in my article was 
that many payments made to the OPA for 
overcharges prior or subsequent to July 1, 
1944, to dealers who were not ultimate con- 
sumers were also deductible for income tax 
purposes. 

SIDNEY GELFAND 
New York City 


Retraction Granted 
Sir: 

I note the little paragraph on page 1028 
of the December, 1949 issue of TAXES—The 


Tax Magazine to the effect that I should be 
a charter member of a Numismatic Tax 


Club. 





I think you had the facts a little wrong. 
My hobby interests are confined particularly 
to astronomy, photography and stamps, with 
a very minor interest in coins. Taxes being 
what they are, the stamp collection is not 
what it should be, either. 


Bob Holzman, Ray Allen and others prob- 
ably should be charter members in such an 
organization; but if I should be included, 
please leave me out as president and put me 
in as janitor. 

Does your little paragraph need a re- 
traction? 

LEO MATTERSDORF 
New York City 
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REAT IS THE POWER of a lover. 
Who has not, at his beloved’s behest, done 
things he thought could not (or should not) 
be done? Elizabeth Browning wrote to her 



































lover: . 
“.. thou hast the power and own’st 
the grace 
To look through and behind this mask 
ae. 








The Commissioner of Internal Revenue 
has identical power. 

















personal surtax bracket. As dealings by a 
corporation offered opportunities for income 
and estate tax savings, he created Innisfail 
Corporation and acquired all of its stock. 
The corporation bought, sold and _ held 
shares, the great bulk of its dealings being 
with Mr. Smith. In 1932 he sold.to Innisfail 
at market prices ($60,923.80) securities that 
had cost him four times as much; the loss 
he deducted on his tax return. “Now wait 
a bit,” bade the Commissioner, “you get only 
a loss deduction on a closed transaction, and 
to whom did you close out your holdings?” 
“Tnnisfail,”’ said Smith. ‘That’s you,” the 
Commissioner declared. “I’m Smith,” re- 
torted that worthy, “Innisfail had a business 
existence and was a corporate entity sepa- 
rate and distinct by itself, with assets and 
liabilities of its own apart from those of its 
sole stockholder. The fact that it had but 
one stockholder did not prevent its having 
a separate legal status.” 


On January 8, 1940, Mr. Justice Reed de- 
livered the opinion of the Supreme Court: 
“Tt is clear that an actual corporation 
existed. Numerous transactions were car- 




















































John Thomas Smith was in a very high. 
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Higgins v. Smith 
**,.. thou hast the power... 
to look through and behind... 


Tax Classics e e by Robert S. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 


ried on by it, over a period of years. It paid 
taxes, state and national, franchise and in- 
come. But the existence of an actual cor- 
poration is only one incident necessary to 
complete an actual sale to it under the rev- 
enue act. Title, we shall assume, passed to 
Innisfail but the taxpayer retained the con- 
trol. Through the corporate forms he might 
manipulate as he chose the exercise of share- 
holder’s rights in the various corporations, 
issuers of the securities, and command the 
disposition of the securities themselves. 
There is not enough of substance in such a 
sale finally to determine a loss. 


“The Government urges that the principle 
underlying Gregory v. Helvering finds ex- 
pression in the rule calling for a realistic 
approach to tax situations. As so broad and 
unchallenged a principle furnishes only a 
general direction, it is of little value in the 
solution of tax problems. If, on the other 
hand, the Gregory case is viewed as a prece- 
dent for the disregard of a transfer of assets 
without a business purpose but solely to re- 
duce tax liability, it gives support to the 
natural conclusion that transactions, which 
do not vary control or change the flow of 
economic benefits, are to be dismissed from 
consideration. There is no illusion about the 
payment of a tax exaction. Each tax, accord- 
ing to a legislative plan, raises funds to 
carry on government. The purpose here is 
to tax earnings and profits less expenses and 
losses. If one or the other factor in any 
calculation is unreal, it distorts the liability 
of a particular taxpayer to the detriment 
or advantage of the entire taxing group. . 


“A taxpayer is free to adopt such or- 
ganization for his affairs as he may choose 











NOTE: This is the twenty-fifth of Mr. Holzman’s “Tax Classics.” Through 
December, 1949, they were numbered on an annual basis, i.e., the last article was 
1949—XII (but the twenty-fourth in the series). Henceforth they will be num- 
bered on a continuing basis to reflect the length of time that the series has been 
in progress and to enable our newer readers to refer to the older “Classics.” 








1 Sonnets From The Portuguese, XXXIX. 


Tax Classics 


and having elected to do some business as 
a corporation, he must accept the tax dis- 
advantages. 


“On the other hand, the Government may 
not be required to acquiesce in the tax- 
payer’s election of that form of doing busi- 
ness which is. most advantageous to him. 
The Government may look at actualities 
and upon determination that the form em- 
ployed for doing business or carrying out 
the challenged tax event is unreal or a sham 
may sustain or disregard the effect of the 
fiction as best serves the purposes of the 
tax statute. To hold otherwise would permit 
the schemes of taxpayers to supersede legis- 
lation in determination of the time and man- 
ner of taxation. It is command of income 
and its benefits which mark the real owner 
of property.” 


TM HIS DECISION? and Gregory v. Hel- 

vering * “are landmark cases which have 
been regularly invoked to prohibit unreal 
uses of the corporate form to effect tax sav- 
ings. Both cases involve transactions be- 
tween corporations and their sole stockholders 
that were held to be unrealistic, tax-dodging 
devices without substance or a legitimate 
business purpose. In both cases, the cor- 
porate entity used by the taxpayer as a 
vehicle for tax avoidance was disregarded 
for Federal tax purposes.”* “The recep- 
tion which greeted this doctrine of govern- 


ment election is reminiscent of the flurry in 
the Tax Bar caused by the decision in the 


Gregory case.... To say that a challenged 
tax event is unreal or a sham and therefore 
may be disregarded for tax purposes is not 
to say that every transaction entered into 
for the purpose of avoiding taxes is neces- 
sarily unreal and a sham and therefore to 
be disregarded.” * 


The existence of a wholly-owned corpora- 
tion was not recognized for tax purposes, 
where “at no time during its existence did 
it have outstanding any of its capital stock, 
because none had ever been issued.”* “Of 
course,” said the Court in a footnote to one 
case, “even a corporation which satisfies the 
usual tests of agency may be disregarded 
by the Commissioner if it is a sham or un- 
real. Higgins v. Smith ....”" 


2 40-1 ustc J 9160, 308 U. S. 473 (1940). 

3 See ‘‘Tax Classics,’’ 1948—V. 

4 Alprosa Watch Corporation CCH Dec. 12,368, 
11 TC 240 (1948). 

5 Thomas Tarleau, ‘‘Recent Supreme Court 
Decisions,’’ TAxES—The Tax Magazine, May, 
1940, p. 294. 

6 Seattle Hardware Company v. Squire, 49-1 
ustc § 9155, 83 F. Supp. 106 (DC Wash., 1948). 

7 National Carbide Corporation et al. v. Com- 
missioner 49-1 J 9223, 336 U. S. 422 (1949). 


When a corporation has no business pur- 
pose, it may be disregarded as an entity. 
Thus, an individual could not claim that the 
separate juristic existence of a Nassau cor- 
poration made itt rather than himself the 
owner of shares at a crucial date. “We must 
bear in mind that the primary purpose of 
[the Nassau corporation] was to minimize 
taxation .... The Supreme Court in Hig- 
gins v. Smith . . . had no hesitancy in dis- 
regarding the corporate entity when it held 
that no deductible loss occurred upon a sale 
by a taxpayer of his assets to a wholly 
owned corporation.” * Similarly, an individ- 
ual could not deduct as bad debts such funds 
as he advanced to two wholly-owned cor- 
porations; the corporations kept no books, 
no evidences of indebtedness were given and 
there was no recognizable business purpose. 
“So this case is not thusly to be distin- 
guished from Higgins v. Smith, supra, and 
the later decisions in which the rule that 
‘unusual cases may require disregard of cor- 
porate form’ has been applied. We think 
it well within the ‘unusual’ category above 
mentioned ... .”° 


“In a number of cases, some of them 
decided after Higgins v. Smith . . . it has been 
held that when a corporation has been 
formed merely as an agency to hold title to 
real estate for the convenience of the owner, 
and has served this purpose with little or 
no independent activity on its part, the prop- 
erty and the income should be regarded as 
belonging to the stockholder.” Where a 
bondholders’ committee formed a corpora- 
tion to hold title to property in process of 
foreclosure, rentals paid to this corporation 
“were received by it as a mere conduit or 
agent, and do not comprise income to peti- 
tioner.” * 


But stockholders cannot deny the exist- 
ence of their corporation when it serves 
some business function. “In general, in mat- 
ters relating to the revenue, the corporate 
form may be disregarded when it is a sham 
or unreal. In such situations the form is a 
bald and mischievous fiction. Higgins v. 
Smith ....”™* “The gloss then [i.e., by the 
Moline case] put upon Higgins v. Smith... 
was deliberate and is authoritative: it is 


8 Hay v. Commissioner, 44-2 ustc {ff 9522, 145 
F. (2d) 1001 (CCA-4, 1944). 

® O’Neill v. Commissioner, 48-2 ustc {| 9408, 170 
F. (2d) 596 (CCA-2, 1948). 

0 U. 8. v. Brager Building and Land Corpo- 
ration, 41-2 ustc { 9799, 124 F. (2d) 349 (CCA-4, 
1941). 

1 Carling Holding Company, CCH Dec. 11,022, 
41 BTA 493 (1940). 

12 Moline Properties, Inc. v. Commissioner, 
43-1 ustc § 9464, 319 U. S. 436 (1943). See also 
‘*Tax Classics,’’ 1948—IX. 
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that, whatever the purpose of organizing the 
corporation, ‘so long as that purpose is the 
equivalent of business activity or is followed 
by the carrying on of business by the cor- 
poration, the corporation remains a separate 
taxable entity.’ ” * 

Therefore, where a Nebraska carrier 
formed a California subsidiary in view of 
the fact that certificates of public conveni- 
ence and necessity were not granted to 
foreign corporations, the parent could not 
disregard its subsidiary’s existence.* Where 
the owners of real estate could finance their 
holdings more satisfactorily if they bor- 
rowed as a corporation, they had to bear 
taxation as a corporation: “The fact that 
the corporation may neither have been in- 
tended nor used to secure some other tax 
advantage is quite immaterial.”* “Having 
chosen the corporate form, he cannot com- 
plain that he is being held to it by the 
taxing officials. He urges that the corpora- 
tions were neither formed nor availed of to 
secure any tax advantages. This contention 
appears to us irrevelant. .. .”** If a cor- 
poration forms a subsidiary to purchase for 
it, the parent cannot claim that the sub- 


sidiary is only a department, expenses of . 


which the parent might deduct, for the sub- 
sidiary reported commissions, carried inven- 
tories, filed tax returns, “and apparently 
good business sense dictated, that the two 
corporations should preserve their separate 
entities.” "" “The choice of disregarding a 
deliberately chosen arrangement for con- 
ducting business affairs does not lie with 
the creator of the plan. Higgins v. Smith 
....’*® “The quoted principle is apposite 
in the tax field, Higgins v. Smith .. . , more 
especially where, as here, the chosen form 
of the arrangement was rationally thought 
to square with the actualities.” ” 


HERE AN INDIVIDUAL created an 
association taxable as a corporation, 
which carried on business in that form and 
“filed corporate income tax returns for years, 
which were accepted by the government, ... 











13 National Investors Corporation v. Hoey, 
44-2 usta § 9407, 144 F. (2d) 466 (CCA-2, 1944). 

14 Interstate Transit Lines v. Commissioner, 
42-2 ustc § 9618, 130 F. (2d) 136 (CCA-8, 1942). 

% Palcar Real Estate Company v. Commis- 
sioner, 42-2 ustc { 9733, 131 F. (2d) 210 (CCA-8, 
1942). 

1% Watson v. Commissioner, 42-1 ustc { 9204, 
124 F. (2d) 437 (CCA-2, 1942). 

11The Esmond Mills et al. v. Commissioner, 
43-1 ustc { 9237, 132 F. (2d) 753 (CCA-1, 1943). 

18 Gray et al. v. Powell et al., 41-2 ustc J 9800, 
314 U: S. 402 (1941). 

19 Clover v. Commissioner, 44-2 ustc J 9390, 143 
F.. (2d) 570 (CCA-9, 1944). 





Tax Classics 








he himself will not now be heard to say 
that the association is other than what he 
made it by his solemn instrument of writ- 
ing.” * But objectivity must prevail. “If 
the Board, in its interpretation of Higgins v. 
Smith, and the respondent, in the brief and 
argument of its counsel, mean to assert that 
the doctrine of that case is that the taxing 
authorities may consider a corporation a 
reality or a mere fiction, whichever view 
advantages the revenue in a particular case, 
we are reluctant, if not, indeed, wholly un- 
able to follow them. It would not conform 
to a long held concept of due process nor 
contribute to public confidence in the fair- 
ness of government in tax transactions with 
its citizens.” ** Not uncommon is the situa- 
tion where a producer or importer, to avoid 
an impending Federal excise tax on sales by 
producers or importers, makes a quick 
transfer to an affiliate. “The facts and cir- 
cumstances preceding, attending and follow- 
ing the transactions lead to the conclusion 
that in respect of liability for excise tax, 
the subsequent sales of gasoline and oil were 
the equivalent of sales by [the producer ] 
in its own right. ... Higgins v. Smith... .”” 
Findings were similar where the jewelry 
excise tax was involved, if there was no 
business reason for such sale.” 


However, sales to subsidiaries just before 
the effective date of a new tax on sales of 
lubricating oils by a producer will not be 
disregarded if the subsidiaries are autono- 
mous and if the transactions are at arm’s 
length.* A transfer just before the excise 
tax date will not be fatal if there was a 
long-considered, sound business purpose, as 
when a low-priced jewelry firm acquired the 
sales agency for an expensive Swiss watch 
that seemed better marketable by a separate 
company;” and a sale to an unaffiliated 
vendee will not be disregarded, despite the 
coincidence of the excise tax date.” 

All sales to related entities are not ex- 
cluded automatically. “The principle laid 
down ... in Higgins v. Smith .. . is that 
while real transactions between a corpora- 





2 Titus v. U. 8., 45-2 ustc J 9349, 150 F. (2d) 
508 (CCA-10, 1945). 

21 Lyon, Inc. v. Commissioner, 42-1 ustc J 9418, 
127 F.. (2d) 210 (CCA-6, 1942). 

2 Continental Oil Company v. Jones, 40-2 ustc 
{ 9549, 113 F. (2d) 557 (CCA-10, 1940). 

23 Mehrlust v. Higgins, 40-2 ustc § 9527, 112 F. 
(2d) 717 (CCA-2, 1949); Black, Starr & Frost- 
Gorham, Inc. v. U. 8S., 41-2 ustc J 9495, 39 F. 
Supp. 109 (Ct. Cls., 1941). 

% Standard Oil Co. v. U. S., 45-2 ustc J 9413, 
63 F. Supp. 48 (DC Ohio, 1945). 

23 J. R. Wood & Sons, Inc. v. U. 8., 42-2 ustc 
1 9682, 46 F. Supp. 877 (Ct. Cls., 1942). 

2s Samson Tire & Rubber Corporation v. Rogan, 
43-1 ustc § 9485, 136 F. (2d) 345 (CCA-9, 1943). 
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tion and its sole stockholder may not for 
the reason alone that the stock is solely 
owned be disregarded for tax purposes, 
transactions to be effective for such purposes 
must have reality, that is must achieve some 
legitimate business result, must not be mere 
tax dodging devices without business bene- 
fits or substance.” ™ When a corporation 
transfers assets in liquidation to its stock- 
holders to sell, “the government may look 
at actualities and view the transaction as a 
whole, and if the form employed is unreal 
and does not change the flow of economic 
benefits its effect may be disregarded... . 
Higgins v. Smith ....”™ Where a corpora- 
tion assigns a complete phase of its activities 
to a partnership, with a specific objective, 
and the relations are at arm’s length, the 
doctrine does not apply. “The partnership 
here was in no sense ‘unreal or a sham.’ 
Higgins v. Smith .... The important con- 
sideration is that the partnership . . . has 
at all times functioned as an entirely sepa- 
rate economic entity.” ™ 


An individual cannot “let” his corporation 
be taxed upon his earnings, as where the 
right to receive commissions was assigned 
to that corporation. “Where a taxpayer, 
under cover of corporation fiction and trans- 
fers to nominees, retains the unfettered con- 
trol and disposition of its property, it can 
neither escape the tax on the income there- 
from or the obligation to report such income 


on its tax return. Higgins v. Smith 
” 30 


ORPORATE ENTITY is narrowly re- 

garded. Thus if there is a condemnation 
of property, and the replacement assets are ac- 
quired by a different company, there is no 
statutory involuntary conversion. The 
separate existence of the second corporation 
cannot be denied, for “The decision in Hig- 
gins v. Smith . . . indicates that a taxpayer 
may not carry on his business through a 


27 Commissioner v. Greenspun, 46-2 ustc J 9329, 
156 F. (2d) 917 (CCA-5, 1946). 

3 Louisville Trust Company v. Glenn, 46-1 ustc 
9233, 65 F. Supp. 193 (DC Ky., 1946). 

2 Buffalo Meter Company, CCH Dec. 16,214, 
10 TC 83 (1948). 

30 Paul Plunkett & Company, Inc., CCH Dec. 
11,270, 42 BTA 464 (1940). 

31 See Code Section 112 (f). 

32 Vim Securities Corporation v. Commissioner, 
42-2 ustc {| 9602, 130 F. (2d) 106 (CCA-2, 1942). 

33 Whitely, CCH Dec. 11,259, 42 BTA 402 (1940); 
aff'd 41-2 ustc { 9489, 120 F. (2d) 782 (CCA-3, 
1941). 


corporation and at the same time treat it as 
a mere shadow... .”™ 

The Smith doctrine has been used in 
other circumstances. “In determining whether 
petitioner or his wife should be regarded 
as the grantor of a trust we are not lim- 
ited to the bare terms of the instrument,” 
said one court, citing the Smith case.™ 
It was invoked to disallow a sale to a sub- 
sidiary company at a loss, “by reason of the 
domination and control exercised over the 
actions of the subsidiary.”™ It is applied 
broadly. “The petitioner seeks to limit the 
scope of Smith v. Higgins to situations in 
which a taxpayer is attempting to obtain 
a credit for a loss upon a sale of property 
which he has sold to it. We can see no 
justification for such a limitation.”™ It was 
cited as a “principle of law making an 
amount unavailable as a deduction, credit, 
or other allowance in cases in which the 
effect of making an amount so available 
would be to distort the liability of the tax- 
payer....”* But where a man sold assets 
to his father, “We think the case of Higgins 
uv. Smith ..., holding that a sale to one’s 
wholly owned corporation did not realize a 
loss is inapposite. A father in no way re- 
sembles a wholly-owned corporation.” ™ 


Mr. Smith’s tax troubles with Innisfail 
were not yet at end. He was next obliged to 
report dividend income on the shares he’d 
transferred to his corporation, said another 
court. “In view of ... Higgins v. Smith ..., 
the Commissioner is entitled to consolidate 
the income of the taxpayer with that of 
fanitel . 2.2 


Why Mr. Smith named his corporation 
“Innisfail” is not a part of the record.™ But 
he certainly tabbed the transaction unmis- 
takably for any Gaelic-speaking Revenue 
Agent. In that language, inmmis means “a 
sheltered place,” which is not inappropriate 
for one’s incorporated pocketbook; but fail 
means “corrupt.” “ 


* Crown Cork Investment Corporation, CCH 
Dec. 14,128, 4 TC 19 (1944); 45-2 ustc { 9324, 
aff’d 149 F. (2d) 968 (CCA-3, 1945). 

3% Brown v. Commissioner, 40-2 ustc J 9736, 115 
F. (2d) 337 (CCA-2, 1940). 

36 Regulations 111, Section 29.129-2. 

7U. 8. v. Spalding, 40-2 usrc { 9721, 115 F. 
(2d) 54 (CCA-5, 1940). 

3% Commissioner v. Smith, 43-1 ustc { 9477, 
136 F. (2d) 556 (CCA-2, 1943). 

9 It is a locality in County Cork. 

© The Illustrated Gaelic Dictionary. Compiled 
by Edward Dwelly. Published by the Compiler, 
1930, p. 404. 
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Books... 


All God’s Children Want Shoes 


Human Action. Ludwig von Mises. Yale 
University Press, New Haven, Connecticut. 
1949. 889 pages. $10. 


“In the sweat of thy face shall thou eat 
bread till thou return to the earth out of which 
thow wast taken... .” Genesis, 3:19. 


This is a book about the science of eco- 


_ nomics—a science which some call relatively 


new. However, the author treats economics 
as an old science which has never been fully 
understood, even though its laws are working 
for the benefit of mankind right in front of 
mankind’s nose. 


In this respect it has a sort of Adam Smith 
quality. First dealings are with funda- 
mentals—the very basic fundamentals of 
humans acting in response to natural stimuli. 
In treating the natural, the author culls the 
unnatural, socialism, communism and inter- 
ventionism, and before dropping these culls 
into the disposal chute, he examines their 
defects and explains just how each falls far 
short of the natural. 


The capitalistic economy of enterprise and 
market is the economy which emerges 
through the exposition as the one in keeping 
with the natural laws of human action, thus 
preserving for mankind its greater freedom 
and other natural rights. The book is not, 
strictly speaking, a defense of capitalism 
such as might be expected to be found in the 
popular press or emanating from the many 
associations given over to the defense of this 
system, but it is a scholarly treatise and ex- 
position of immutable laws from which 
emerges the fact that capitalism as an or- 
ganizational plateau for the relationship of 
mankind on this planet is the one system 
that is in keeping with the natural laws of 
human action. 


In discussing work and wages, Ludwig 
von Mises goes deep into antiquity for part 
of his proof. He makes the point that when 
men ceased to look upon women and chil- 
dren as slaves and began to expect more 
from them than he expected from draft 
animals, he was forced to loosen their chains 
of bondage: “The abolition of slavery and 


Books ... Articles 








.. Articles 


bondage is to be attributed neither to the 
teachings of the theologians and moralists, 
nor to the weakness and generosity on the 
part of the masters. There were among the 
teachers of religion and ethics as many elo- 
quent defenders of bondage as opponents. 
Servile labor disappeared because it could 
not stand the competition of free labor; its 
unprofitability sealed its doom in the market 
economy.” 


Rome traded the slavemaster’s whip for 
the freeman’s participation in the market 
economy. England, by law today, may jail 
a man who refuses to work at a job assigned 
to him under the unemployment system. 
What lessons are lost in his story? “He 
who believes that a socialist commonwealth 


- could do without compulsion and coercion 


against slothful workers because everyone 
will spontaneously do his duty, falls prey to 
the same illusions implied in the doctrine 
of anarchy.” 


What is this stimulus that will make men 
earn their bread by the sweat of their 
brows? It is the working of the law that 
men respond to the stimulus of reward. 
Here the author looks squarely in the face 
a phrase that has acquired considerable 
opprobrium—labor as a commodity—drawing 
a conclusion quite different from that ex- 
pressed in the majority opinion of the United 
States Supreme Court in Apex Hosiery Com- 
pany v. Leader, 2 LaBor Cases { 17,063, 310 
U. S. 469, 502-503. “Of course, labor, the 
services of men, is a commodity entitled to 
receive the highest price that the services 
can be sold for in the market. What makes 
a worker a free man is precisely the fact that 
the employers, under the pressure of the 
market’s price structure, consider labor a 
commodity, an instrument for earning 
profits.... The employer pays for services 
rendered and the employee performs in 
order to earn wages.” 


About a year ago the NLRB had a case 
where the employer had treated the workers 
as individuals and free men and had insti- 
tuted a system whereby he rewarded some 
of the more efficient workers with rates of 
pay that were above those specified in the 
union contract. The union complained that 
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paying wages at rates, based on efficiency of 
some of the employees, above the rates 
specified in the contract without the consent 
of the union was an attack on union security 
and in violation of the law. The union was 
sustained. In other words, the free workers 
were not to be rewarded except as the union 
saw fit and they could not market their 
services and “receive the highest price that 
the services can be sold for in the market.” 
Efficiency was not to be tolerated above the 
skill of the hindmost union-member work- 
ing for that employer. 


The theme of this book and the theme of 
capitalism can be summed up in a statement 
that appears innocently enough on page 670. 
Here the author says: “The fact that my 
fellow man wants to acquire shoes, as I do, 
does not make it harder for me to get shoes, 
but easier.” 


Since this book will more likely be a text 
for the classroom rather than a book for 
home readers, I think that I shall take the 
liberty to point out what I think is a mis- 
quotation. This does not deal with any of 
the economic theory or the reasoning of 
Ludwig von Mises’ thesis, but the misquota- 
tion is dragged in on page 671 as collateral 
material and regrettably so. At this point 
the author is talking about the “socialistic 
Elysium-of-the-future” promises of Engels 
and Marx—concerning that day when the 
means of production will be confiscated from 
the capitalists—and about the basis for their 
advocating the doctrine of “class struggle.” 
The author says these advocates hold: “This 
class struggle can disappear only when a fair 
system of social organization—either social- 
ism or interventionalism—is substituted for 
the manifestly unfair capitalistic mode of 
production.” 


Then the author states: “Such is the al- 
most universally accepted social philosophy 
of our age .... It is the official social philos- 
ophy of Roman Catholicism.” This is the 
unfortunate mis-statement. The author later 
in the same paragraph states “but they all 
(exponents of other than the capitalistic sys- 
tem) agree in the fundamental thesis that 
the very existence of the capitalistic system 
harms the vital interests of the vast majority 
of the workers . . . and they all ask in the 
name of social justice for the abolition of 
capitalism.” 


He cites as his authority Quadragesimo 
Anno of Pope Pius XI. That Encyclical 
does not advocate socialism and certainly, in 
the light of the recent events, it cannot be 
said that the Catholic Church advocates 
communism which, in fact, it has always 


vehemently opposed. The Encyclical is ad- 
dressed to the misuses of the capitalistic sys- 
tem and certainly does not offer a “substitute” 
or “agree that... the capitalistic system 
harms the vital interests of the majority of 
the workers.” 


Ludwig von Mises is internationally known 
as the head of the “Austrian school, of eco- 
nomics, who largely through him have come 
to know economics as an inquiry into human 
action, based on principles no less rigorous 
than those of the natural sciences. Much of 
his earlier writing, although published in the 
confident years before the appearance of the 
police states of Europe, predicted the catas- 
trophic results of government intervention 
and the inevitable trend to total power of the 
best-intentioned socialism. In this analysis 
of the fundamental drives to action of human 
beings, he shows why only the free market 
and free enterprise can produce the out- 
pouring of goods and services that is demo- 
cratically controlled by the daily decisions of 
buyers who prefer one product to another, 
and why it is that every other system sub- 
stitutes the opinion of a small group which 
determines what the public should want or 
what is good for it (or good for the small 
group). 


Since “in the sweat of thy face thou 
shall eat bread,” Professor von Mises’ book 
is outstanding in defining in a scholarly 
manner the rules that are now necessary in 
this fractional division of labor in order that 


man, in the collective, may earn his bread. 
(H. L. 3.) 


ARTICLES 


Interstate Commerce . The recent 
Supreme Court viewpoint in determining 
the power of the states to regulate and tax 
incidents of interstate business is analyzed 
by this article—Mendelson, “Recent De- 
velopments in State Power to Regulate and 
Tax Interstate Commerce,” University of 
Pennsylvania Law Review, November, 1949. 


Canadian Farmers... Finding the method 
of taxing farm income unsatisfactory, the 
author suggests remedial regulations. — 
Gordon, “The Taxation of Farmers,” Canadian 
Bar Review, October, 1949. 


Dividends and Deficits . . . Some state 
statutes permit the payment of dividends 
out of current net profit even if there is a 
deficit in accumulated earnings——McCormick, 
“Nimble Dividends: Some States Do Permit 
Dividends Despite Deficit in Accumulated 
Earnings,” Journal of Accountancy, Sep- 
tember, 1949. 
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APPELLATE AND LOWER COURTS 


Estate tax: Contemplation of death: Pro- 
vision for incompetent son: Trust as testa- 
mentary substitute—The decedent, at the 
age of eighty-one years and while in good 
health, transferred property in trust for the 
benefit of his incompetent son. Four months 
before his death in 1940, at the age of eighty- 
four years, he executed his last will, provid- 
ing therein for his wife and two daughters 
by leaving them shares in his property cor- 
responding to the share transferred in trust 


for his son. The transfer for the son is held. 


taxable as made in contemplation of death, 
where the primary purpose of decedent in 
creating the trust was to provide for the 
financial security of the son after the dece- 
dent’s death —CA-5. Burns et al., Executors 
of the Estate of James E. Frizzell, Deceased, 
Petitioners v. Commissioner of Internal Rev- 
enue, Respondent. Commissioner of Internal 
Revenue, Petitioner v. Burns et al., Executors 
of the Estate of James E. Frizzell, Deceased, 
Respondents, 49-2 ustc { 10,743. 


Estate tax: Valuation of lifetime transfer: 
Accumulated income therefrom.—In 1937, 
the decedent, in contemplation of death, 
created a trust for his son. The trustee was 
directed to accumulate income not distrib- 
uted for the support of the son. It is held 
that income accumulated by the trustee be- 
tween the date of the transfer and the date 
of the decedent’s death in 1940, together with 
property purchased with such accumulated 
income, is not includible in the decedent’s 
gross taxable estate. Since the taxing stat- 
ute does not expressly provide for the inclu- 
sion of income derived from the transferred 
property in the gross estate, the court can- 
not give it such effect—CA-5. Ibid. 


Estate tax: Valuation of life estate with 
quarterly payments.—The decedent, who 
died in 1944, created a trust, giving a life 
estate to his wife, with remainder to a son. 
In valuing the remainder interest for estate 
tax purposes, the Commissioner subtracted 


Interpretations 


from the value of the corpus the value of the 
life estate calculated in conformity with 
Table A, appearing in his Regulation Sec- 
tion 81.10 (1), which is based on the Actu- 
aries’ or Combined Experience Table of 
Mortality. He valued the life estate on the 
basis of the factor provided by the table for 
use in connection with quarterly payments. 
In view of the taxpayer’s failure to bear the 
burden of proving the unsoundness of the 
Commissioner’s method of valuation, the 
Commissioner is upheld. While the tax- 
payer’s expert witness contended that the 
1937 Standard Annuity Table more accu- 
rately reflects present-day life expectancies, 
such table represents only the experience of 
a limited group and not the general mortal- 
ity experience. Moreover, applicable life 
expectancies under other tables in use by 
insurance companies, the 1941 Standard Or- 
dinary Table and the American Experience 
Mortality Table, are but slightly higher than 
the expectancy used by the Commissioner. 
The further contention by the taxpayer’s 
witness that the factor for quarterly pay- 
ments used by the Commissioner was proper 
only if an annuity for a term certain was in- 
volved is likewise rejected—CA-9. Estate of 
Abraham Koshland, Deceased, Jesse Koshland, 
Executor, Petitioner v. Commissioner of Inter- 
nal Revenue, Respondent, 50-1 ustc § 10,745. 


Gift tax—Division of community property 
under 1942 amendments—Not a taxable gift. 
—In 1941, a donor, a resident of California, 
executed a deed whereby he transferred to 
his wife a one-half community interest in a 
one-half partnership interest held by him as 
separate property. He reported the transfer 
as a gift and paid a tax thereon. In 1943, he 
and his wife entered into a property settle- 
ment agreement, whereby they converted 
their community property partnership inter- 
est into the separate property of each as 
tenants in common. It is held that the divi- 
sion of the community property in 1943 did 
not constitute a taxable gift of a one-half 
community interest from the donor to his 
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wife. To the extent that the Commissioner’s 
Regulation Section 86.2 (c) rules such a 
division to be a taxable gift, such Regulation 
Section is declared invalid as applied to the 
facts involved—DC Calif. Bryant Essick, 
Plaintiff v. United States of America, Defend- 
ant, 50-2 ustc J 10,744. 


TAX COURT 


Estate tax: Power in trustee to accelerate 
remainders: Power to appoint trustee.—The 
decedent, who was not a trustee and who 
had expressly surrendered all power to alter, 
amend or revoke the trust, relinquished all 
interest in the trust property and divested 
himself of all incidents of ownership, had no 
power to terminate the trust despite his re- 
tained power to change the trustee and the 
trustee’s discretion to “accelerate payments 
of interest or principal in case of need for 
educational purposes or because of illness or 
for any other good reason.”—Estate of C. 
Dudley Wilson, Vera Spencer Wilson and The 
Trenton Banking Company, Executors v. Com- 
missioner, CCH Dec. 17,296. 


Estate tax: Contemplation of death: Pro- 
vision for children.—Transfers made by the 
decedent as Christmas presents for his chil- 
dren, and other transfers made to assure 
them of an education and to provide for 
them otherwise, in the event that the dece- 
dent should suffer financial reverses, were 
not in contemplation of death.—ZJbid. 


STATE COURTS 


Mining and net proceeds tax: Compu- 
tation: “Net proceeds” formulae.—In the 
computation of the metalliferous mining tax 
and the net proceeds tax, federal subsidy 
payments are to be included in the tax base. 
Such subsidy payments are includible in the 
“net proceeds” formulae for the reason that 
the monies received were part of the gross 
proceeds realized from the sale, or conver- 
sion into money or its equivalent, of all ores 
mined and they were not bonuses given by 
the federal government to encourage the 
production of ore. The decisions in Com- 
bined Metals Reduction Company et al. v. State 
Tax Commission and United States Smelting, 
Refining and Mining Company v. Haynes are 
decisive in the present case—Utah. Kenne- 


cott Copper Corporation et al. v. State Tax 
Commission et al., CCH Utan Tax Reports 
q 78-029. 


Gift tax: Trust created in anticipation of 
divorce: Right to amend or revoke.—In an- 
ticipation of divorce proceedings, the settlor 
established a trust with the income payable 
to his wife and two children in the event of 
his death. He reserved, among other things, 
the right to revoke or amend the trust in- 
strument, provided his wife joined in such 
revocation or amendment. Later, by an 
amendment joined in by the settlor’s di- 
vorced wife, he caused the trust corpus to 
be divided into two parts, one for each of 
their children. The settlor and his former 
wife waived all right to income or corpus. 
While establishment of the trust in itself 
did not constitute a completed gift, the later 
amendment resulted in a completed transfer 
of the corpus subject to gift tax.—Wis. J. S. 
Stone et al. v. Wisconsin Department of Taxa- 
tion, CCH INHERITANCE EsTAaTE AND GIFT 
Tax Reports { 16,486. 


FEDERAL RULING 


Commissioner will not follow jJandorf 
case exempting nonresident alien’s bonds.— 
The Commissioner has announced that he 
will not follow the Second Circuit’s decision 
in Jandorf’s Estate v. Commissioner, 48-2 ustc 
7 10,648, that United States bonds issued 
after March 1, 1941, are not includible in 
the gross estate of a nonresident alien not 
engaged in business in the United States. 
He urges that the estate tax is not a tax on 
property, but rather an excise tax upon the 
transfer of property, and hence not included 
within the exemption provisions of the Vic- 
tory Liberty Loan Act of 1919.—E. T. 22, 
CCH Feperat Estate AND Girt TAx REPporTS 
q 8010. 


STATE RULING. 


Property subject to taxation: Church 
property.—When real property, upon which 
stands a church, is rented by one religious 
organization to another for religious pur- 
poses, such property is not exempt from 
taxation if the rent received is an amount 
equal to the reasonable value of the prem- 
ises.—Neb. Opinion of the Attorney General, 
CCH NepraskKA Tax Reports { 2020b. 


——_— Qe 
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Flying Club’s Eligibility 
for ““Club’’ Exemption 


Taxpayer operated a flying club at Moose 
Jaw, Saskatchewan. It had never paid any 
dividends to its shareholders, and in 1941 it 
amended its articles to specifically prohibit 
payment of dividends. Taxpayer filed re- 
turns for 1940 and 1941, and claimed and 
was granted exemption from income tax 
under Section 4 (h) of the Income War Tax 
Act as being operated solely for social wel- 
fare, civic improvement or other nonprofit- 
able purposes, and no part of its income 
inuring to the benefit of any stockholder. 
In 1942, taxpayer went into voluntary 
liquidation in the course of which its assets 
were distributed to its shareholders to the 
extent of $51 per $10 share. No certificate 
of exemption was obtained by the liquidator 
prior to distribution. In 1947, the Minister 
assessed taxpayer on its income in the years 
1940 and 1941. Taxpayer, by its liquidator, 
appealed, contending that the club was not 
assessable and that any tax liability attached 
to the shareholders alone. The court dis- 
missed the appeal, holding that the objects 
of the club could not be said to be for civic 
improvement, recreation purposes or any of 
the other purposes specified in Section 
4 (h).—Moose Jaw Flying Club, Lid. v. 
Minister of National Revenue, CCH Do- 
MINION TAX CASEs J 87-063. 


Union Dues Deductible from Income 


Taxpayer was a moving picture projec- 
tionist employed on a weekly salary in a 
theatre which had an agreement with a 
union under which the theatre undertook to 
employ only operators in good standing 
with the union and supplied by the union. 
Nonpayment of union dues would result in 
expulsion from the union, loss of employ- 
ment and inability to obtain employment as 
a projectionist elsewhere. Taxpayer de- 
ducted his union dues from his income for the 
year 1945 as an expense wholly, exclusively 
and necessarily laid out to earn his 1945 
income. The Minister of Revenue disallowed 
the deduction. 


The court saw no difference, for the pur- 
pose of income tax, between a member of 
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the bar who was required to make an ex- 
penditure in order to be authorized to carry 
on his profession and a projectionist or, in 
fact, any other worker, who was bound to 
pay dues and assessments to form part of a 
local of an alliance which provided the jobs. 
“Whether the expenditure be prescribed by 
the charter or by-laws of a society by a con- 
tract or agreement between the employer 
and a union seems to me immaterial,” the 
court remarked. “In each of these alterna- 
tives, the lawyer or the projectionist had to 
pay a fee to be authorized to carry on his 
profession or trade.” The appeal was al- 
lowed and the assessment set aside.—Cooper 
v. Minister of National Revenue, CCH Do- 
MINION TAX Cases § 87-051. 


Profits from Hedging Operations 
Taxable as Income 


Taxpayer was engaged in the business of 
purchasing raw sugar, refining and selling it. 
As a rule it did not buy futures. In 1939 it 
engaged in hedging operations in the futures 
market in sugar, making a profit of $33,201.31. 
The Exchequer Court held that the profit 
constituted “profit or gain from a trade” 
within the meaning of Section 3 of the In- 
come War Tax Act. Taxpayer appealed to 
the Supreme Court of Canada, contending 
that the profit arose from a speculation di- 
vorced from the ordinary trade or business 
of the company and should be classified as 
capital gain. 

On September 7, 8 and 9, 1939, taxpayer 
made cash purchases of 15,515 tons of raw 
sugar for future delivery at prices consider- 
ably in excess of those previously paid. 
These purchases were made in order that 
taxpayer comply with the request of the 
Canadian Government that sugar companies 
meet out of their stocks the abnormal de- 
mands for refined sugar resulting from the 
anticipation of and the outbreak of the war. 
The resulting drain on the raw sugar stocks 
of the refineries created the demand which 
caused the great increase in the price of raw 
sugar. On September 11, taxpayer made its 
first short sales on the New York Coffee 
and Sugar Exchange, and between that date 
and October 9, it sold some 3,500 tons short. 
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The company declared that the sales were 
not in the nature of hedges, but were specu- 
lative transactions entered into in the hope 
of recouping at least part of an anticipated 
loss in the purchases made at such high 
figures. 


The Supreme Court of Canada held that 
the short sales were in effect a hedge by the 
company against a possible loss on the pur- 
chases made. Only the imposition of gov- 
ernment control on October 2 rendered 
further hedging operations inadvisable. In 
trades where natural products are purchased 
in large quantities, hedging is a common, 
and in some cases, a necessary practice, and 
the cost of such operations is properly allow- 
able as an operating expense of the business. 
Where the trader elects to close out his 
short sales and take a profit, it is properly 
classified as a profit from carrying on the 
trade.—Atlantic Sugar Refineries v. Minister 
of National Revenue, CCH Dominion Tax 
Cases J 87-055. 


Sale of Shares— . 
Income or Capital Gain? 


Taxpayer, since 1928, had been engaged 
mainly in exploring and prospecting for 
mines in Canada. After terminating his em- 
ployment with a mining company, he ar- 
ranged an amalgamation of a number of 
mining companies. Under an agreement 
with the original owners of the mining 
properties, taxpayer purchased certain shares 
of the new company from time to time, 
though not with his own funds. Over a 
period of three years he realized a profit 
from the sale of these shares. The Minister 
of Revenue assessed this profit as taxable 
income. Taxpayer objected to the assess- 
ment on the grounds that the profits real- 
ized were the results of an isolated transaction 
of purchase and resale of property and, 
therefore, were not in the nature of income 
but merely a capital gain. 


Taxpayer was not only engaged in the 
business of promoting mines, but of under- 
writing the shares of the company. Selling 
shares at a profit was the only way in which 
the transaction could be profitable to him. 
The profit did not arise from his own capital 
investment since he had to sell the shares in 
order to obtain the purchase price. Al- 
though the transaction was a single one in 
that taxpayer bought and sold shares in 
only one company, it was not an isolated 
transaction. The sales and purchases aggre- 
gated over a million shares and were made 
over a period of more than two years. More- 
over, the court held that the mere fact that 


a transaction is an isolated one does not 
exclude it from the category of “trading or 
business transactions of such a nature as to 
attract income tax to the profits therefrom.” 
—McDonough v. Minister of National Rev- 
enue, CCH Dominion Tax CASEs { 87-059. 


Succession Duty— 
Situs of Property 


Adolphus Williams died in 1921, leaving 
his wife a residuary legacy to be admin- 
istered upon the sale of certain real property 
located in British Columbia. The wife died 
and left all of her estate to her sister, Bonnie 
Steed, who in.turn left all her estate to her 
husband, George Steed. The _ original 
Adolphus Williams legacy had not been ad- 
ministered when George Steed died leaving 
portions of the estate from his uncle to 
members of the immediate family. The real 
estate in British Columbia was sold in 1945 
by the ancillary administrator in that province. 
Bonnie Steed, George Steed and J. K. Rae- 
burn all died domiciled in California, and 
the domiciliary executors/administrators of 
all three estates were in California. Do- 
Minion succession duties were claimed on 
the successions from Raeburn to his family. 
The question for decision was whether there 
was “property situated in Canada” within 
the meaning of Section 6 of the Succession 
Duty Act upon the death of George Steed 
and secondly, upon the death of Raeburn. 


The Supreme Court of Canada dismissed 
the assessment appeals. The court declared 
that what devolved on Steed’s death was not 
an interest in the assets but a right to have 
the Bonnie Steed estate administered, which 
was a chose in action enforceable and there- 
fore situate in California. “On Bonnie 
Steed’s death it was the duty of Katherine 
Williams’ executor to deliver the assets over 
to Bonnie Steed’s representative (what ought 
to be done must be considered done) and at 
this point the transmission of Canadian law 
ended. The interests of Steed and Raeburn 
then arose out of the law of the new situs.” 
The accident of Steed being both executor 
and beneficiary, making a prior ancillary 
British Columbia administration necessary, 
did not make British Columbia the locality 
of his wife’s estate. Furthermore, the Do- 
minion Succession Duty Act’s definition of 
property refers to proprietary interest and 
would not touch Steed’s interest in his wife’s 
interest in the British Columbia assets of 
Katherine Williams.—I/n re Steed and Rae- 
burn Estates, CCH Dominton TAx CASES 
1 87-052. 
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ALABAMA 
February 1 
Automobile dealers’ report due. 
Corporation permit application due. 
Public utility inspection fee due. 
February 10—— 
Alcoholic beverage report and tax of pub- 
lic service licensees due, 
Alcoholic beverage report of wholesalers 
and distributors due. 
Automobile dealers’ report due. 
Tobacco stamp and use tax report and 
payment due. 
Tobacco wholesalers’ and jobbers’ report 
due. 


February 15—— 





Carriers’, warehouses’ and transporters’ 


gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 

February 20—— 

Automobile dealers’ report due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Lubricating oils tax report and payment due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 


ARIZONA 
February 5 
Alcoholic beverages licensees’ report due. 
February 10—— 
Wholesalers of malt, vinous and spiritu- 
ous liquors, report and payment due. 
February 15—— 
Gross income report and payment due. 
Phoenix business privilege tax report and 
payment due. 
February 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
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February 25 
Motor vehicle fuel distributors’, wholesal- 
ers’ and carriers’ report and payment due. 


ARKANSAS 
February 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources due. 

February 15—— 

Compensating (use) tax report and pay- 
ment due. 

February 20 
Gross receipts tax report and payment due. 
Use fuel tax report and payment due. 

February 25 
Motor fuel tax report and payment due. 
Natural resources severance tax report 

and payment due. 








CALIFORNIA 





February 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 
First Monday 
Oil and gas production tax second install- 
ment due (last day). 
February 15—— 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic bev- 
erages imported due. 
Distilled spirits report and tax due. 
Personal income tax information return 
and remittance of amounts withheld due. 
Use fuel tax report and payment due. 
February 20—— 
Motor carriers’ gross receipts report and 
tax due. 
February 28—— 
Los Angeles gross receipts tax statement 
and tax due. 








COLORADO 
February 5 
Alcoholic beverage manufacturers’ report 
due. 


Motor carriers’ tax due. 


February 10—— 
Motor carriers’ report due. 
February 14— 
Sales tax report and payment due. 
Use tax report and payment due. 
February 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report due. 
Denver sales tax report and payment due. 
Income tax information return due. 
February 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 
February 28—— 
Property tax first installment due. 


CONNECTICUT 
February 1—— 
Gasoline tax due. 
February 15—— 

Foreign and domestic corporations’ annual 
report and fee, to be filed with Secre- 
tary of State, due. 

Gasoline tax report due. 

Gasoline use tax report and payment due. 

February 20—— 

Alcoholic beverage tax return and payment 

due. 
February 28—— 
Motor vehicle registration fee due. 


DELAWARE 
February 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
February 28—— 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 
February 1 
Street railroad companies’ report due. 
February 10—— 
Licensed manufacturers and wholesalers 
of beer, report due. . 
Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report due. 
February 15—— 
Beer tax due. 
February 20—— 
Sales and use tax report and payment due. 
February 25—— 
Gasoline tax report and payment due. 


FLORIDA 
February 1 


Auto transportation companies’ report and 
tax due. 


February 10—— 
Inventory tax on seasonal stores due. 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 
February 15—— 
Dealers’, importers’ and carriers’ gasoline 
report due. 
Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 
Motor vehicle fuel use tax report and 
payment due. 
Transporters’ and carriers’ alcoholic bev- 
erages report due. 
February 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 
Sales, use, rental and admissions taxes 
and reports due. 


GEORGIA 
February 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report due. 
Motor carriers’ report due. 
February 15—— 
Malt beverage tax report due. 
February 20—— 
Gasoline tax report and payment due. 


IDAHO 
February 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power companies’ report and tax 
due. 
Gasoline tax report and payment due. 
February 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


ILLINOIS 
February 10—— 
Motor carriers’ mileage tax report and 
payment due. 
February 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment due. 
Sales tax report and payment due. 
February 20—— 
Gasoline tax report and payment due. 
February 28—— 
Franchise tax statement due (last day). 
Transporters’ gasoline report due. 
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INDIANA 
February 1—— 
Alcoholic vinous beverage tax due. 
February 10—— 
Cigarette distributors’ interstate business 
report due. 
February 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 
February 20—— 
Bank and trust companies’ intangibles tax 
report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 
February 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and pay- 
ment due. 
February 28—— 
Motor vehicle registration fee due. 






IOWA 
February 1 

Coal mine report due. 

Freight line and equipment companies’ 
tax due. 

War veteran, religious, literary and chari- 
table associations’ statement of property 
claimed to be exempt from ad valorem 
taxation due (last day). 

February 10—— 

Carriers’ gasoline tax report and payment 
due. 

Class “A” permittees’ beer tax report and 
payment due. 

February 20—— 
Gasoline tax report and payment due. 





KANSAS 





February 1 
Motor vehicle registration fee due. 
February 10—— 
Malt beverage report due. 
February 15—— 
Carriers’ gasoline and fuel use tax re- 
port due. 
Compensating tax report and payment due. 
Motor carriers’ gross ton mileage tax re- 
port and payment due. 
February 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 
February 25—— 
Gasoline tax report and payment due. 
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KENTUCKY 
February 1—— 
Income tax information return of non- 
taxable distributions due. 
February 10—— 
Distilled liquors blenders’ and rectifiers’ 
tax due. 
Refiners’ and importers’ gasoline tax report 
due. 
February 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 
February 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment due. 
February 28—— 
Amusement and entertainment report and 
tax due. 
Dealers’ and transporters’ gasoline tax re- 
port and payment due. 
Louisville income tax withholding agents’ 
payment due. 





LOUISIANA 


February 1 

Chain store tax report due. 

Domestic corporations’ report due. 

New Orleans wholesale dealers’ occupa- 
tion license tax due. 

Public utility license and pipe line trans- 
portation tax due. 

Soft drinks tax report due. 

Tobacco tax report due. 


February 6—— 
Motor vehicle registration fee due. 
February 10—— 





Importers’ beer report due. 

Importers’ gasoline tax due. 

Importers’ kerosene tax report due, 

Importers’ lubricating oils report due. 
February 15—— 


Carriers 
Carriers 


beer report due. 

gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Income tax information return due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 

February 20-—— 
Beer wholesale dealers’ tax report and 

payment due. 

Fuel use tax report and payment due. 
Gasoline tax report and payment due. 
Kerosene tax report and payment due. 
Lubricating oils tax report and payment due. 


? 
’ 
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New Orleans sales and use tax report 
and payment due. 
Sales and use tax report and payment due. 


MAINE 
February 10—— 
Manufacturers and wholesalers of 
beverages, report due. 
February 25—— 
Use fuel tax report and payment due. 
February 28—— 
Gasoline tax report and payment due. 


malt 


MARYLAND 

February 10 

Admissions tax payment due. 

Beer tax report and payment due. 
February 15—— 

Income tax information return due. 

Sales and use tax report and payment due. 
February 28—— 

Gasoline tax report and payment due. 


Purchasers of cargo lots of motor fuel, 
report due. 


MASSACHUSETTS 
February 10—— 
Alcoholic beverage excise tax report and 


payment due. 
Meals excise tax report and payment due. 
Public service return due (last day). 
February 20—— 
Tobacco tax report and payment due. 


February 28—— 


Motor fuel tax report and payment due. 


MICHIGAN 
February 5—— 
Carriers’ gasoline statement due. 
February 10—— 
Common and contract carriers’ report and 
fee due. 
February 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 
February 20—— 
Cigarette tax report and payment due. 
Diesel fuel users’ report and payment due. 
Distributors’ gasoline tax report and pay- 
ment due. 
Fuel sold for use on vessels, tax due. 
Gas and oil severance tax report 
payment due (last day). 
February 28—— 
Motor vehicle registration fee due. 


and 
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MINNESOTA 
February 1 
Annuity income tax and information re- 
turn due. 
Express, freight line, sleeping car and 
telephone companies’ return due. 
Property tax on airline flight equipment 
due (last day). 
Railroads’ leased freight car report due. 
Royalty tax report due. 
February 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 
February 15—— 
Interstate motor carriers’ mileage tax due. 
Railroads’ semiannual gross earnings re- 
port due. 
February 20—— 
Cigarette tax and report due. 
February 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 


MISSISSIPPI 
February 1 
Property tax first semiannual installment 
due. 
February 5—— 
Factories’ report due. 
February 10—— 
Admissions tax report and payment due. 
February 15—— 

Alcoholic beverage wholesalers’, distrib- 
utors’, retailers’ and common carriers’ 
report due. 

Carriers’ gasoline tax report due. 

Compensating (use) tax report and pay- 
ment due. 

Liquefied petroleum equipment manufac- 
turers’, dealers’ and jobbers’ report of 
sales due. : 

Manufacturers, distributors and 
salers of tobacco, report due. 

Occupation (sales) tax and report due. 

.Timber severance tax and report due. 

February 20—— 

Gasoline and oil distributors’ report and 
payment due. 

Motor vehicle dealers’ and agents’ report 
of receipts and sales of vehicles due. 

February 25—— 

Gas severance tax report and payment 
due. 

Oil and Gas Board maintenance charge 
due. 

Oil severance tax report and payment due. 
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February 28—— 

Carriers of passengers and property, fuel 
use tax report and payment due. 

Common and contract carriers of pas- 


sengers, gross revenue tax quarterly in- 
stallment due. 

Foreign insurance companies’ premiums 
tax report and payment due. 

Use fuel tax and report on fuel other than 
gasoline due. 


MISSOURI 
February 1—— 


Kansas City property tax return due. 
Personal property tax list in first-class 
cities due. 
February 5—— 
Nonintoxicating beer permittees’ report 
due. 
February 10—— 


Oil inspection tax report and payment 
due. 


Receivers of petroleum products, report 
due. 

February 15—— 

Alcoholic beverage sale report due. 
February 25—— 

Use fuel tax report and payment due. 
February 28—— 

Gasoline distributors’ report and payment 





due. 
Soft drinks manufacturers’ report and pay- 
ment due. 
MONTANA 
February 1 


Motor vehicle registration and fee due. 

Moving-picture theater licenses issued and 
tax due. 

February 15—— 

Brewers, wholesalers and transporters of 
beer, report and payment due. 

Carriers’ gasoline tax report due. 

Crude petroleum producers’ report due. 

Electric companies’ report and tax due. 

Gasoline tax report and payment due. 


NEBRASKA 





February 1 
Motor vehicle registration and fee due. 
February 10—— 
Cigarette distributors’ report due. 
February 15—— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


State Tax Calendar 


and 





NEVADA 

February 10—— 

Liquor report by out-of-state vendors due. 
February 15—— 

Carriers’ gasoline tax report due. 

Manufacturers’ and importers’ alcoholic 

beverage report due. 

February 25—— 


Dealers’ gasoline tax report and payment 
due. 


Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
February 10—— 
Manufacturers’, wholesalers’ and _ im- 
porters’ alcoholic beverage report due; 
wholesalers’ payment due. 


February 15—— 

Use fuel tax report and payment due. 
February 28—— 

Motor fuel report and tax due. 


NEW JERSEY 





February 1 

Gross receipts tax report of public util- 
ities using streets due. 

Property tax quarterly installment due. 

February 10—— 

Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 
and tax due. 

February 20—— 

Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 

Cigarette distributors’ tax report and pay- 
ment due. 

February 25—— 

Busses (municipal) gross receipts report 

and tax due. 
February 28—— 

Carriers’ gasoline tax report due. 

Distributors’ gasoline report and payment 
due. 


NEW MEXICO 
February 1 
Mineral property report due. 
First Monday: 
Railroad, telegraph, telephone and trans- 
mission or pipe line companies’ property 
tax return due. 
February 15—— 
Occupational gross income tax report and 
payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 








February 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
February 25—— 
Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


NEW YORK 
February 1 
Foreign mutual fire insurance companies’ 
report and payment due. 
Information return and 
amounts withheld due. 
State property tax due. 
February 15—— 
Transportation and transmission com- 
panies’ additional tax and report due. 
February 20—— 
Alcoholic beverage tax and report due. 
February 25—— 
Conduit companies’ tax and report due. 
New York City conduit companies’ tax 
and report due. 
New York City public utility excise return 
and payment due. 
February 28 
Gasoline tax report and payment due. 


remittance of 


NORTH CAROLINA 


February 10—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 
February 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 
February 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


NORTH DAKOTA 
February 10—— 
Cigarette distributors’ report due. 
February 15—— 
Beer tax report ar.d payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 
Railroad and telephone company property 
tax report due. 
February 25—— 
Use fuel tax report and payment due. 
February 28—— 
Bank and trust company income tax pay- 
ment due (last day). 


OHIO 
February 10—— 
Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 
February 15—— 
Cigarette use tax and report due. 


February 20—— 
Dealers’ gasoline tax report due. 
February 28—— 
Carriers’ gasoline tax report due. 
Gasoline tax due. 


OKLAHOMA 
February 5—— 
Operators’ report of mines other than coal 
due. 
February 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and 
vending-machine owners’ report due. 
February 15—— 
Carriers’ mileage tax report and payment 
due. 
Dealers’, retailers’ and carriers’ gasoline 
tax report due. 
Information return under income tax due. 
Sales tax report and payment due. 
Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 
February 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 
Distributors’ gasoline and imported gaso- 
line purchasers’ tax report and payment 
due. 
Rural electric cooperatives’ property tax 
return and payment due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
February 28—— . 
Insurance companies’ premiums tax re- 
port and payment due. 
Oil, gas and mineral gross production re- 
port and payment due. 


OREGON 
February 1 
Gift tax return and payment due. 
Utilities’ property tax return due. 
February 10—— 
Oil production tax report and payment 
due. 
February 15—— 
Income tax information return due. 
Property tax quarterly installment due. 
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February 20—— 
Alcoholic beverage tax report and pay- 
ment due. : 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
February 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 





February 1 
Motor carriers’ gross receipts report and 
payment due. 
Public utilities’ tax report and payment 
due (last day). 
February 10—— 
Importers of spirituous and vinous liquors, 
report due. 
Malt beverage report due. 
Soft drinks tax report due. 
February 15—— 
Bank share report due. 
Employers’ return of tax withheld at source 
under Philadelphia income tax due. 
Manufacturers’ alcoholic beverage tax re- 
port and payment due. 
Personal property tax return due. 
February 28—— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


RHODE ISLAND 
February 1—— 
Owners of ships used in foreign com- 
merce, report due. 
February 10—— 
Manufacturers’ alcoholic beverage report 
due. 
February 15—— 
Gasoline tax report and payment due. 
Unincorporated business tax report and 
payment due. 
February 20—— 
Sales and use tax return and payment due. 
February 28—— 
Corporations’ annual report due. 


SOUTH CAROLINA 
February 1—— 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 
February 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and retailers’ 
report of alcoholic beverage sales and 
additional tax due. 
Power tax return and payment due (last 
day). 


State Tax Calendar 


February 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Pawnbrokers’ property tax return due. 
Users of fuel oil, tax return and payment 
due. 
February 28—— 
Corporation license tax report due (last 
day). 
Public utility franchise tax return due 
(last day). 


SOUTH DAKOTA 





February 1 
Motor carriers of passengers, tax due. 
February 10—— 
Interstate motor carriers’ report and tax 
due. 
February 15—— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 
February 20—— 
Passenger mileage tax due. 
February 28—— 
Dealers’ gasoline tax report due. 
Foreign corporations’ report and fee due. 


TENNESSEE 
February 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
- Carriers’ gasoline tax report due. 
February 15—— 
Annual statistical report of mines due. 
Carriers of use fuel, report due. 
Users of fuel, report due. 
February 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 
due. 
Sales and use tax report and payment due. 


TEXAS 
February 15—— 
Oleomargarine dealers’ report and tax 
due. 
February 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 
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February 25 
Carbon black production tax report and 
payment due. 
Cement distributors’ tax report and pay- 
ment due. 
Natural gas production tax report and 
payment due. 
Prizes and awards of theaters, tax report 
and payment due. 
February 28 
Oil production tax report and payment 
due. 


UTAH 
February 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 
Mining occupation tax return due. 
Mining property tax return due. 
Second Monday. 
Public utility property tax return due. 
February 15—— 
Income tax information return due. 
Use fuel tax report and payment due. 
February 25 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 
February 28—— 
Motor vehicle registration fees due. 


VERMONT 
February 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
February 15 
Electric light and power companies’ re- 
port and tax due. 
Income tax information return due. 
February 28 
Gasoline tax report and payment due. 
Insurance companies’ premiums tax return 
and payment due. 


VIRGINIA 

February 1 

3ank share tax report due. 
February 10—— 

Seer dealers’, bottlers’ and manufacturers’ 

report due. 

Warehousemen’s tobacco tax due. 

February 15—— 


Information at the source return by cor- 
porations and partnerships due. 
February 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
d--e. 


February 28—— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


WASHINGTON 
February 10—— 
3rewers and manufacturers of malt prod- 
ucts, report due. 
February 15 


Butter substitutes report and payment 
due. 


Wholesalers’ cigarette drop shipment re- 
port due. 

February 20 

Use fuel tax report and payment due. 
February 25 

Carriers’ gasoline tax report due. 

Gasoline tax report and payment due. 
February 28 


Insurance companies’ annual statement due. 


WEST VIRGINIA 

February 10—— 

Alcoholic beverage tax report and pay- 

ment due. 

February 15 

Cigarette use tax report and payment due. 

Sales tax report and payment due. 
February 28 

Gasoline tax report and payment due. 


WISCONSIN 
February 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 
February 15 
Railroads’ and _ street railways’ 
annual gross receipts report due. 
February 20—— 
Gasoline tax report and payment due. 
February 28—— : 
Personal property tax and real property 
tax (if paid in single installment) due. 


semi- 


WYOMING 

February 10—— 

Carriers’ gasoline tax report due. 
Second Monday 

Mine products tax return due. 
February 15 

Dealers’ gasoline tax report due. 

Motor carriers’ report and tax due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Wholesalers’ gasoline tax report and pay- 

ment due. 
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